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THE FINANCIAL STABILITY OVERSIGHT 
COUNCIL ANNUAL REPORT TO CONGRESS 


TUESDAY, MAY 21, 2013 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:15 a.m., in room 538, Dirksen Senate 
Office Building, Hon. Tim Johnson, Chairman of the Committee, 
presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 

Chairman JOHNSON. Good morning. I call this hearing to order. 

I would like to start by saying that my thoughts and prayers are 
with the families of Moore, Oklahoma, and our colleague here on 
the Committee, Senator Coburn. It is a difficult time as families 
mourn the loss of loved ones and begin rebuilding their community. 

Today, we welcome Secretary Jack Lew to the Committee for the 
first time since he was confirmed. 

While this Committee lacks jurisdiction over the IRS, I must per- 
sonally express my sincere disappointment and anger regarding the 
recent revelation that some IRS employees were targeting political 
organizations. Democrats and Republicans agree that politics has 
no place at the IRS, and I commend Secretary Lew and President 
Obama for taking swift action last week. As should be the case, the 
DOJ is looking into whether any laws have been broken and the 
appropriate Senate committees of jurisdiction are holding hearings 
so that we can get to the bottom of this. 

With that said, this Committee has the duty to oversee efforts to 
strengthen U.S. financial stability, especially in light of the costly 
crisis our economy continues to recovery from. So today. Secretary 
Lew will focus on the Financial Stability Oversight Council’s An- 
nual Report to Congress, as required by the Wall Street Reform 
Act. 

I am pleased that this year’s FSOC report notes progress in key 
areas that this Committee has devoted attention to over the last 
year, including money market funds, the tri-party repo market, the 
housing market, LIBOR, and the economic situation in Europe. The 
report also highlights emerging operational risks for financial com- 
panies like cybersecurity attacks, new technologies in the equity 
markets, and financial services preparedness for natural disasters. 
Furthermore, the FSOC has made important recommendations in 
many of these areas to further safeguard our economy that should 
be considered. 


( 1 ) 



2 


All indicators point to a well-coordinated FSOC, and I will note 
that since the last report, the Senate has confirmed the first Direc- 
tor of the Office of Financial Research, a key position and office 
that is assisting FSOC with critical research and analysis. 

But more needs to be done to improve our Nation’s financial sta- 
bility, and some high-priority rules await completion by potential 
regulators. These include enhanced prudential standards for large 
systemic firms required by Wall Street Reform, the Basel III agree- 
ments, and the Volcker Rule. FSOC itself also continues to work 
on the nonbank SIFI designations. We also expect additional re- 
forms and action from the regulators on money market funds, the 
tri-party repo market, and other proposals to curtail systemic risk 
and ensure no firm is too-big-to-fail. 

While it is always important to get the rules right, the 3-year an- 
niversary of Wall Street Reform becoming law and the 5-year anni- 
versary of the financial crisis are fast approaching. The remaining 
pieces of Wall Street Reform must be finalized soon so that Con- 
gress can appropriately assess whether it is necessary to do more. 

Mr. Secretary, I look forward to hearing your testimony and 
learning what specific steps you are taking as FSOC’s chair to 
strengthen financial stability and seeing to it that key Wall Street 
Reform rules are completed in the next few months, not the next 
few years. 

With that, I will turn to Ranking Member Crapo for his opening 
statement. 


STATEMENT OF SENATOR MIKE CRAPO 

Senator Crapo. Thank you, Mr. Chairman, and before moving on 
to my opening statement, I, too, want to join with you in extending 
my deepest condolences to the families of those who were killed 
yesterday as a result of the devastating tornadoes in Oklahoma. All 
of us keep the people of Oklahoma in our hearts and in our pray- 
ers, and I appreciate your mentioning that. 

Today, Secretary Lew comes before the Committee to testify in 
his first hearing as the Secretary of the Treasury. The Secretary 
of the Treasury wears many hats. He is responsible for formulating 
and recommending a number of domestic and international finan- 
cial, economic, and tax policies for the Administration. As FSOC 
Chairman, he is required to appear before this Committee annually 
to testify on the activities of the Council and to answer questions 
concerning the Council’s most recent annual report. 

The Council’s 2013 Annual Report covers many areas of the 
Council’s activities and lists a number of potential emerging 
threats to the financial stability of the United States. I want to 
focus my opening statement on one particular area, Mr. Lew, that 
needs your personal attention. 

The U.S. capital markets must remain the preferred destination 
for investors throughout the world. Capital is the lifeblood of U.S. 
businesses, which, in turn, are the engines of job creation and eco- 
nomic growth. And, unfortunately, infighting among U.S. financial 
regulators and their overseas counterparts is causing investors to 
look elsewhere for productive investment opportunities. 

The list of problematic cross-border issues that need to be ad- 
dressed is growing, and the frustration from foreign regulators over 
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the lack of international coordination on financial reform measures 
has reached an unprecedented level. After the so-called Volcker 
Rule was proposed in 2011, a number of foreign regulators sub- 
mitted a letter to the Treasury Department expressing concerns 
that the proposed rule could reduce the liquidity of the sovereign 
bonds and damage international cooperation efforts. 

More recently, a number of foreign regulators have weighed in on 
the Federal Reserve’s proposed rule to implement enhanced pru- 
dential standards for foreign banking operations. For example, the 
European commissioner in charge of financial regulation, Michel 
Barnier, warned in a letter to Federal Reserve Chairman Ben 
Bernanke that the Fed’s proposed rules affecting European banks 
doing business in the United States will duplicate work already 
done in Europe and create additional cost. Commissioner Barnier 
also warned that the Fed’s proposal could risk a protectionist back- 
lash and threaten the global economic recovery. 

The frustration reached a new level when nine finance ministers 
wrote to Secretary Lew expressing their concerns about the lack of 
progress in developing workable cross-border rules as part of re- 
forms of the OTC derivatives market. They warned that without 
clear direction from regulators working together, derivatives mar- 
kets will recede into localized and less efficient structures. Deriva- 
tives end users will find it more difficult to manage risk and suffer 
from burdensome regulatory conditions. 

I look forward to hearing from you. Secretary Lew, about the spe- 
cific steps you intend to take to avoid these cross-border conflicts 
and the unnecessary costs imposed by them. 

Finally, although this hearing is focused on Secretary Lew’s role 
as Chairman of the FSOC, I would be remiss if I did not take this 
opportunity to question him about the recent IRS scandal. We are 
literally conducting an investigation into the IRS circumstances 
about three floors below us in this building at this moment as we 
meet, and I may need to step out, Mr. Chairman, to get down to 
that hearing on an occasion or two here. 

The largest bureau within the Treasury Department is the Inter- 
nal Revenue Service. Last week, the Treasury Inspector General 
for Tax Administration issued a report that documents a number 
of troubling and disturbing actions regarding the targeting of con- 
servative groups by the IRS. These actions should never be toler- 
ated. President Obama has directed Secretary Lew to make sure 
that all of the Inspector General’s recommendations are imple- 
mented quickly. I look forward to hearing how the Secretary will 
carry out this Presidential directive. I also look forward to hearing 
what additional steps Secretary Lew is taking to ensure that no fu- 
ture income tax audits will be conducted in such a discriminatory 
manner ever again. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Thank you. Senator Crapo. 

In order to get to Secretary Lew’s testimony and Member ques- 
tions, opening statements will be limited to the Chair and Ranking 
Member today. I want to remind my colleagues that the record will 
be open for the next 7 days for opening statement and any other 
materials you would like to submit. 
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Today’s witness is the 76th Secretary of the U.S. Department of 
Treasury. Secretary Lew, welcome to the Committee. 

Before you begin your statement and the FSOC Annual Report, 
there is understandably a lot of concern regarding previous actions 
at the IRS. If you would like to say a few words on that matter, 
please do that before you begin your testimony. You may begin. 

STATEMENT OF JACOB J. LEW, SECRETARY, DEPARTMENT OF 

THE TREASURY 

Mr. Lew. Thank you, Mr. Chairman. 

I would like to begin by expressing my own condolences to the 
people of Oklahoma who are suffering so much today and to say 
that the families are in our thoughts and prayers as they go 
through the recovery from the devastating tornado in Oklahoma 
City. 

Chairman Johnson, Ranking Member Crapo, Members of the 
Committee, thank you for the opportunity to testify today on the 
Financial Stability Oversight Council’s 2013 Annual Report. 

Before I address the report, I would like to say a few words about 
the Treasury Inspector General for Tax Administration’s report last 
week that showed that some employees at the IRS used outrageous 
methods to determine if certain groups qualified for tax-exempt 
status. 

As the Inspector General’s report indicates, while this conduct 
was not politically motivated, it was unacceptable and inexcusable. 
Administering the tax code without any hint of bias is a solemn ob- 
ligation that must be carried out with the highest of standards. 
That is why I moved quickly to take steps to restore confidence in 
the IRS. Within 24 hours of the report coming out, I asked for and 
received the resignation of the Acting Commissioner. And within 24 
hours later, the President appointed a new Acting Commissioner. 
He is a person of high integrity and he has earned the confidence 
of Democrats and Republicans for his professionalism. 

I have directed incoming Acting Commissioner Daniel Wuerffel 
to carry out a thorough review of this conduct and to take action 
on three specific things. First, making sure that those who acted 
inappropriately are held accountable for their actions. Second, ex- 
amining and correcting any failures in the system that allowed this 
behavior to happen. And, third, taking a forward-looking view and 
determining whether the IRS has systemic problems that need to 
be addressed. 

The Acting Commissioner will hit the ground running on 
Wednesday. That is tomorrow. He is going to take actions as they 
are needed, and he will report back to me on his progress within 
30 days so that we can report back to the President. And we are 
going to make sure that nothing like this ever happens again. 

I would like to turn to the Council’s Annual Report, which is the 
subject of this hearing. This report represents extensive collabora- 
tion among Council members, agencies, and staff. And it gives us 
a chance to provide the Congress and the public with the Council’s 
assessment of significant financial market and regulatory develop- 
ments, potential emerging threats to financial stability, and rec- 
ommendations to strengthen the financial system. 
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I want to point out that the strength of our financial system de- 
pends greatly on the strength of our economy. Now, there is no 
doubt that we have made significant progress recovering from the 
worst economic crisis since the Great Depression. The economy has 
grown for 15 consecutive quarters. The private sector has been cre- 
ating jobs for 38 straight months. The housing market is healing. 
Our deficits are falling at the fastest rate in decades. But there is 
more work to do. We need to keep our foot on the accelerator, and 
economic growth and job creation need to be more rapid. 

The President has put forward a comprehensive jobs and growth 
plan. His path forward strengthens the recovery by making needed 
investments in manufacturing, innovation, infrastructure, and 
worker training while taking a balanced approach to restoring our 
long-term fiscal health. This strategy will not only help grow our 
economy now and well into the future, it will replace the sequester 
with sensible deficit reduction measures. 

Since the Council’s last Annual Report, our financial system has 
grown stronger in a number of ways. Capital and liquidity levels 
for the largest financial institutions have increased. Regulators 
have taken additional steps toward improving transparency and 
risk mitigation in derivatives and other markets. And the imple- 
mentation of the Dodd-Frank Act and international coordination on 
G-20 reform priorities have brought significant progress toward es- 
tablishing a more resilient and stable financial system, both domes- 
tically and globally. 

On the topic of Dodd-Frank implementation, the Council and its 
member agencies continue to put reforms in place. It is important 
to note that while additional work remains, we are much closer to 
the end of the process than we are to the beginning. We have seen 
a good deal accomplished recently, including progress on the Coun- 
cil’s evaluation of an initial set of nonbank financial companies for 
potential designation. Progress on a new framework for the consoli- 
dated supervision of large financial institutions, progress on a new 
framework for the orderly liquidation authority, progress on imple- 
menting provisions relating to living wills, progress on reducing 
risk and increasing transparency in the derivatives markets, and 
progress on enhancing protections for borrowers and other partici- 
pants in the mortgage markets. 

Despite these positive developments, there are still risks to U.S. 
financial stability. The Council’s report identifies those risks and 
makes specific recommendations to mitigate them. For instance, it 
is our judgment that the market participants and regulators need 
to take steps to reduce vulnerabilities in wholesale funding mar- 
kets; that Government agencies, regulators, and businesses need to 
address operational risks posed by technology failures, natural dis- 
asters, and cyber attacks; and that reforms are needed to address 
the reliance on self-reported reference interest rates, like LIBOR. 

Mr. Chairman, I want to thank the other members of the Finan- 
cial Stability Oversight Council and all the staff involved with the 
2013 Annual Report for their hard work and dedication. This is an 
ongoing effort and we look forward to continuing to work with you, 
this Committee, and Congress to make sure we have a more resil- 
ient and stable financial system. 
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With that, I thank you and look forward to answering your ques- 
tions. 

Chairman JOHNSON. Thank you very much for your testimony. 

As we begin questions, I will ask the Clerk to put 5 minutes on 
the clock for each Member. 

Mr. Secretary, the Wall Street Reform Act provides regulators, 
including FSOC, a number of tools to enhance financial stability. 
Do you b^elieve Wall Street Reform provides the needed tools to not 
only strengthen our financial system, but also to end too-big-to-fail? 

Mr. Lew. Mr. Chairman, I think that the Wall Street Reforms 
enacted in the Dodd-Frank legislation provide powerful tools for 
the regulators, and by creating FSOC, which I chair. I think that 
the policy of Dodd-Frank was very clear, that too-big-to-fail is an 
unacceptable policy and it had to end and it provided the tools so 
that it could end. 

As I indicated in my testimony, we have made substantial 
progress in the implementation of Dodd-Frank, but there is still 
more progress to be made. I think that there are a number of 
issues where the different agencies are still determining how to set 
the levels in various areas so that, in the end, we will be able to 
say that too-big-to-fail has ended. 

But one of the principles that I think is very important is we 
must implement Dodd-Frank, and we need to do it quickly, but we 
are also going to need to take an ongoing look at the system. One 
of the problems between the Great Depression and the financial 
crisis of 2008 was that too long a period went by when the markets 
evolved and the regulatory authorities did not evolve with the mar- 
kets and we lost our ability to see what was going on and to regu- 
late it effectively. 

So one of the things that, as we implement Dodd-Frank, we need 
to do is make the resolve, the determination to keep asking the 
question, as we finish implementing it and going forward, whether 
we still have the tools we need or whether we need more. 

Chairman Johnson. What are you, Mr. Secretary, and FSOC 
doing to ensure key rules that strengthen financial stability and 
end too-big-to-fail are completed as soon as possible? Will we see 
final rules later this year? And when should we expect to see SIFI 
designations made? 

Mr. Lew. Mr. Chairman, I have been Secretary for just under 3 
months and I have had three meetings of FSOC, and in between 
the meetings, I have had numerous conversations and meetings on 
various matters that are still outstanding to implement the Dodd- 
Frank legislation. I have made clear to all of the members of FSOC 
that it is a matter of enormous priority that we complete the rules 
to make the rulemaking process one where all the participants in 
the market know what the policy is and where we have taken the 
steps that we have the tools to use now to protect the public from 
another financial crisis. 

I think that there will be progress this year. We have indicated 
at the last public meeting that we are making progress on the 
nonbank designations. I am hoping that we are soon going to be 
in a position to make a final determination in that area. I think 
that there is ongoing work in all the areas that I mentioned in my 
opening statement, and one of the things that I see as my role as 
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Chairman of the FSOC is to make sure that we do not measure our 
progress in months and years, hut we start to measure our 
progress in weeks and months. 

Chairman Johnson. How soon do you see SIFI designations 
made specifically? 

Mr. Lew. Well, I do not want to jump ahead of a decision that 
requires a vote of the Council, but we have substantial staff work 
going on between meetings. We have another meeting scheduled 
the week after next. And we are trying to get this matter up for 
a decision as quickly as possible. 

Chairman Johnson. Mr. Secretary, international coordination 
and cooperation is important for successful financial reform. Are 
there specific areas regarding cross-border resolution, enhanced 
prudential standards, insurance, or derivatives where more can be 
done to strengthen coordination with our global counterparts? 

Mr. Lew. Mr. Chairman, I actually think we have seen a sub- 
stantial improvement in international cooperation as we have gone 
through this process. The G-20 is working hard on trying to coordi- 
nate in this area. There are informal groups of regulators and cen- 
tral bankers and finance ministers coordinating on this. And these 
are tough issues. They are tough issues for each of us within our 
borders. They are tough issues between countries. 

And one of the principles that we are making paramount is that 
our mandate is to protect the U.S. taxpayer and the U.S. economy 
by setting standards at the level that we think is appropriate. We 
are trying very hard in the international community to make it a 
race to the top, not a race to the bottom. If we can all agree on 
high standards, a lot of these issues are resolved by having compat- 
ible high standards. And I think we are making a lot of progress 
in that regard. 

I know that these are going to be challenging times for competi- 
tion in the financial markets. It is important to us that the United 
States remain a competitive financial market, but it is equally im- 
portant to us that it remain a competitive financial market where 
we have the safeguards to protect against having taxpayers left in 
the position they were in after the economic crisis in 2008. 

Chairman JOHNSON. Senator Crapo. 

Senator Crapo. Thank you very much, Mr. Chairman. 

And, Secretary Lew, I would like to start with a few questions 
about the IRS situation. When did you first become aware of the 
allegations that the IRS was targeting conservative groups? 

Mr. Lew. Senator, I first became aware that there was an audit 
underway on March 15, when I had a meeting with the Inspector 
General. It was in my early weeks at the Treasury Department. It 
was a process of really having initial getting-to-know-you meetings. 

The Inspector General flagged a number of items without going 
into great detail. He mentioned that there was an audit of 501(c)(4) 
activity, told me that there might be troubling findings, did not de- 
scribe them in detail. I then did not learn any more about it until 
it became public. 

Senator Crapo. So, that was my next question. When did you 
first receive confirmation that those allegations were, in fact, true? 

Mr. Lew. Well, the first I heard was when it was publicly re- 
ported a week ago Friday. I was actually at the G-7 meetings in 
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the United Kingdom and I was outraged at the time. I did not yet 
have the IG report. I did not actually get the IG report until Tues- 
day, and I was — when I got the report, my immediate reaction was 
to take the steps that I noted in my opening statement, to ask for 
and receive the resignation of the Acting Commissioner, to help as 
the President made the decision to appoint a new Acting Commis- 
sioner, and then to charge the new Acting Commissioner with the 
responsibilities that I described. 

Senator Crapo. As I am sure you are aware, in Congressional 
testimony last week, the Acting IRS Commissioner admitted that 
the agency planted a question at the American Bar Association 
Conference in order to reveal its actions before notifying Congress. 
Were you personally involved in that decision? 

Mr. Lew. No. 

Senator Crapo. Do you believe that was an appropriate way to 
make the information public? 

Mr. Lew. You know. Senator, as the news reports overnight indi- 
cated, there were some conversations at a staff level between 
Treasury and IRS. It was the discretion of the IRS to decide how 
to manage this matter. The guiding principle for the Treasury De- 
partment in IRS investigations is to not interfere in any way, to 
not interfere with the IG’s ability to find facts, to interview people, 
to find records, and in no way to color the outcome. So I am not 
aware of any action that was taken at the Treasury Department 
that is inconsistent with that well-established practice. 

You know, I was not asked about this. I would have advised 
against doing that. But it was a decision for the IRS to make. 

Senator Crapo. Thank you. And my time is quickly running out 
and I probably will not get to the questions on FSOC in this round, 
but one last point with regard to the Internal Revenue Service. As 
revelations about actions of different Federal agencies come for- 
ward in any administration, it is clear to me why revelations of the 
type we are seeing relating to the IRS bring such concern to the 
American public, because there is a very real and, I think, justified 
perception among the people of the United States that the Internal 
Revenue Service is in many real ways the prosecutor, the judge, 
the jury, and the executioner. 

Now, I understand that there are legal points in the process of 
the IRS exercising its activities at which people can get some re- 
view. But there is a very real concern, in my opinion, that the IRS 
has such incredible power that abuses at the IRS are viewed by the 
American public with great concern. 

And my question to you is, given the fact the President has di- 
rected you to quickly implement the Inspector General’s nine re- 
quests, or nine recommendations 

Mr. Lew. Recommendations. 

Senator Crapo. what additional steps have you taken to re- 

store public trust in the integrity of the IRS and the Treasury De- 
partment and, frankly, to ensure that no future income tax audits 
will ever again be conducted in this kind of a manner? 

Mr. Lew. Well, Senator, first, I cannot say strongly enough how 
unacceptable this behavior was and how outraged I was when I 
learned about it. I think that the IRS process or tax administration 
system has to be beyond politics. 
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Now, there is a certain distance between Treasury and the IRS 
in the administration of the tax system for proper reasons. The IRS 
has a semi-independent character because there is the concern that 
in past decades, there was political interference in the IRS. 

I will take every step that I can to make sure that in the man- 
agement structure and in the way the IRS conducts its business 
that it is set up in a way to prevent this from happening in the 
future. I have already had that conversation with the new Acting 
Commissioner, who takes over tomorrow, and he has a very short 
period of time to help identify who should be held accountable, how 
we get to the bottom of how the management and communication 
systems broke down to permit this to happen, and to look system- 
ically at what other steps need to be taken. 

The thing I will not do, I will not cross that line into the admin- 
istration of the tax system because the cure could be worse than 
the disease. We need to make sure that there is no political in- 
volvement in the administration of the tax system, and the man- 
agement of the IRS is very much the responsibility of the Treasury 
Secretary. The administration of the tax system has to be within 
the IRS and apart from politics. 

Senator Crapo. Thank you. I see my time is up. 

Chairman JOHNSON. Senator Reed. 

Senator Reed. Well, thank you very much, Mr. Chairman. Thank 
you, Mr. Secretary. 

Mr. Secretary, one of the issues raised by the FSOC’s report is 
the systemic risk potentially caused by the default of broker-deal- 
ers that were relying on tri-party repos. They urge, and your report 
urges, that the markets respond to this. Which specific policies or 
regulatory tools does the Council suggest be employed to deal with 
this potential systemic risk? 

Mr. Lew. Senator, this is a serious systemic concern and it is 
part of a broader set of systemic concerns that have to do with 
wholesale funding, the short-term funding for longer-term obliga- 
tions, because there is a very real risk that if the short-term fund- 
ing ceases to be available and it is not well collateralized, that 
there begins an unraveling process that could become systemically 
very, very damaging. 

The regulation in this area is kind of — is in different parts be- 
cause it is — tri-party repo is three different parties. I believe the 
Fed, Federal Reserve Board, is looking at the rules that govern the 
banks that do the short-term lending to the broker-dealers and it 
is looking at the adequacy of collateral and other issues to try and 
make sure that they are taking prudential steps in this area. 

I think the FSOC report identified this along with money market 
funds as a source of real concern, and I must say, it is something 
that I have put a fair amount of attention into as Treasury Sec- 
retary as Chair of the FSOC. 

Senator Reed. Thank you, Mr. Secretary. 

Following on, in some respects, the Chairman’s discussion of the 
SIFIs, in Section 171 of Dodd-Frank, there were enhanced capital 
requirements for the bank-holding companies. In fact. Senator Col- 
lins of Maine was, I think, instrumental in getting this very sen- 
sible piece of legislation included in the legislation. But as you look 
at SIFIs, you go beyond the typical notion of the bank-holding com- 
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pany that may have deposit-taking activities, commercial lending, 
even investment banking activities, and get into the realm of, 
frankly, some large insurance companies. Have you given any 
thoughts to the applicability of this section with respect to the in- 
surance companies, in particular? 

Mr. Lew. Senator, I think that the first step is to make the de- 
termination as to whether or not these nonbanks should be des- 
ignated because they are significant, and the standard is whether 
they — the material distress in those institutions is a threat to U.S. 
financial stability. 

So we have been going through the process in a very orderly way 
of reviewing the potential designations against that standard. If 
the designation is made, the regulation — the authority to regulate 
will go to one or another institution. The Federal Reserve Board 
would have a substantial responsibility in this area. I know that 
there are questions that have been raised as to whether or not the 
tools are perfectly fitting for nonbanks and I think that is an issue 
that they will look at and we will look at if designations are made. 

Senator Reed. Thank you. You have already indicated in the re- 
port and in your public comments that the LIBOR, because it is a 
self-reporting and highly subjective measure, probably has to be re- 
placed. Any thoughts about, in the short run and the long run, how 
we should replace it and how quickly they have to move to replace 
it? 

Mr. Lew. Senator, the urgency that the FSOC report notes is the 
need for there to be a replacement, because, frankly, there is not 
a ready replacement. LIBOR is something that the markets self- 
designated and it is contractually something that parties have 
signed onto, and there is not an immediate substitute that would 
be available. 

There is an international process that involves regulators from 
multiple nations and market participants from multiple nations, 
and the FSOC report, I think, properly noted the urgency of devel- 
oping an alternative so that if there is a transition, there can be 
an orderly transition, because LIBOR is a reference rate that is in- 
cluded in millions of contractual agreements, and if there is a move 
to another rate, it will have to be pursuant to those contractual 
terms. 

So I think there is a great deal of importance that that process 
move speedily and that a reference rate as an alternative be avail- 
able in the event that there is a need to move. 

Senator Reed. Just a quick follow-up question, Mr. Secretary. It 
is there. It is ubiquitous. It is in every contract — most every con- 
tract. 

Mr. Lew. Yes. 

Senator Reed. This is being regulated very loosely, I presume, by 
the British authorities, and are they being very aggressive in en- 
suring, even though it is subjective, that it is less subjective than 
before? 

Mr. Lew. Well, Senator, obviously, there were cases of manipula- 
tion that were totally unacceptable. I think the British authorities 
have recognized that that was an unacceptable set of events and 
they are determined to not let that be repeated. 
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I think the challenge is that the rate is an inherently uncertain 
one because it is referenced to overnight lending between banks at 
a time when there is much less overnight lending between banks, 
which is one of the reasons there needs to be a reference rate that 
is less susceptible to manipulation. 

Senator Reed. Thank you, Mr. Secretary. Thank you, Mr. Chair- 
man. 

Chairman JOHNSON. Senator Shelby. 

Senator Shelby. Thank you, Mr. Chairman. 

Welcome, Mr. Secretary. 

Mr. Lew. Good to be here. 

Senator Shelby. Mr. Secretary, it is my understanding that the 
set up at the Treasury Department is the IRS Commissioner re- 
ports to the Treasury Secretary through the Deputy Secretary of 
the Treasury. Is that correct? 

Mr. Lew. That is correct. 

Senator Shelby. Who was the Deputy Secretary of Treasury in 
2012 ? 

Mr. Lew. The current Deputy Secretary, Neal Wolin. 

Senator Shelby. Neal Wolin. Have you talked to him about the 
IRS situation? 

Mr. Lew. Yes, I have. 

Senator Shelby. Did he relate to you any knowledge that he may 
have had about what was going on in Cincinnati, where the IRS 
was targeting these conservative groups? 

Mr. Lew. He and I both received the IG’s report at the same time 
last Tuesday, and we have had numerous conversations about it 
since then. 

Senator Shelby. OK. But you also testified that you met with 
the Inspector General in March, several months back, shortly after 
taking office, and that the Inspector General presented a list of on- 
going investigations, including the IRS targeting of conservative 
groups, is that correct? 

Mr. Lew. Well, what he indicated to me was that there was an 
audit taking place of the 501(c)(4) Determination Unit, and he did 
indicate that there were potentially 

Senator Shelby. Did you pursue that? Did you ask him, why 
would they do such a thing 

Mr. Lew. Senator 

Senator Shelby. or anything? What did you do? 

Mr. Lew. Senator, the practice at Treasury, quite appropriately, 
is when you are notified of an IG investigation, you allow the IG 
to do their work. You do not get in the way. You make sure that 
they have access to whatever they need access to to complete their 
audit. And that is what Treasury was doing. I do not think he ex- 
pected me to take any action at that time because I was awaiting 
his report, which I received last Tuesday. 

Senator Shelby. Before you were named Secretary of the Treas- 
ury and confirmed and in your present job, you were the Chief of 
Staff at the White House, correct? 

Mr. Lew. Correct. 

Senator Shelby. And when did you become the Chief of Staff at 
the White House? 

Mr. Lew. In January 2012. 
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Senator Shelby. Twenty- twelve. So when this was going on in 
Cincinnati, you were the Chief of Staff at the White House? 

Mr. Lew. Correct. 

Senator Shelby. And you had no knowledge whatsoever of any- 
thing amiss dealing with the IRS approval, disapproval, delay, or 
anything of specific groups? 

Mr. Lew. I was not aware of this audit until I met with the In- 
spector General on March 15, 2013. 

Senator Shelby. Had you heard anything at the White House re- 
garding — 

Mr. Lew. I was not aware of any specific facts. You know, I know 
the questions had been raised. The fact is, this audit was a publicly 
posted audit in October 2012. So the fact that an audit was going 
on was a matter of public record. I had no specific knowledge. 

Senator Shelby. Do you believe that someone at the Cincinnati 
office would just, on their own, start targeting the conservative 
groups, slowing them down, or is that part of a culture at the 
Obama White House? 

Mr. Lew. Senator, I think — I have read the IG report quite care- 
fully and I think it is very important to note that there is no sug- 
gestion of any political interference with the process of making 
these determinations. There is unacceptable behavior that hap- 
pened at the IRS. That has to stop, and it cannot happen again. 
But there was no suggestion of any political intervention. And, 
frankly, the way we manage IG reports is meant to keep politics 
out of any review and to make sure that IGs have complete free- 
dom to find whatever facts they find. 

When I met with the IG and he raised the list of concerns with 
me, I said to him what I have said to every auditor I have ever 
worked with. You have my support. If there are problems, I want 
to know about the problems and I want to fix them. 

Senator Shelby. Is the IG report complete now? Is that finished? 

Mr. Lew. Well, the audit is complete. 

Senator Shelby. The audit. So could the IG, if he saw fit, rec- 
ommend to the Justice Department possible prosecution of people 
that were abusing the public trust and abusing IRS regulations 
and, perhaps, laws? 

Mr. Lew. Well, the IGs do have the power to make recommenda- 
tions. I am not aware of any recommendation in this case, though 
I am aware that the Attorney General has indicated that they will 
investigate whether or not there has been any criminal activity. 

Senator Shelby. As Secretary of Treasury, do you have the 
power to recommend things to the Justice Department for possible 
prosecution of people who abuse the IRS for political reasons? 

Mr. Lew. Senator, I believe in this and all matters that nobody 
is above the law. So I think the first question that we have is who 
is responsible and holding people accountable for their actions. 

We started the day after the report was made public by asking 
for and receiving the resignation of the Acting Commissioner. We 
will continue, as the new Acting Commissioner takes over tomor- 
row, to hold people accountable for their actions because it was un- 
acceptable and we have to restore confidence in the IRS and the 
IRS has to be free of any bias. 
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Senator Shelby. Are you concerned at all from your position as 
Secretary of the Treasury that some of this criteria that was used 
in Cincinnati to target conservative political groups could have 
been explicitly or implicitly endorsed by individuals higher up in 
this Administration? 

Mr. Lew. Senator, I have seen no suggestion of any political in- 
volvement at all. What I have said and what I believe is that it was 
unacceptable and whoever is responsible should be held account- 
able. 

Senator Shelby. But you do not think it just happened out of 
thin air. There was something triggering all this. Was it either a 
culture or somebody pushing it inside? Do you not think that hap- 
pened? 

Mr. Lew. Senator, what I think is that the Cincinnati office exer- 
cised very poor judgment and used criteria that are unacceptable, 
and we have made it clear that the IRS has to be beyond any sus- 
picion of bias. 

Senator Shelby. The IRS should be above suspicion, period. 
Should it not? 

Mr. Lew. Yes. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, and I appreciate your answers with 
reference to the IRS. I think they are pretty forthright and deter- 
mined to make sure we have an agency the American public can 
have faith and confidence in. 

I want to call to your attention as an element of that something 
that I am concerned about which talks about the more broader 
structure and how the agency pursues their determinations. You 
know, in April, the Citizens for Responsibility and Ethics in Wash- 
ington filed a petition with the Treasury Department and the IRS 
looking for a revision in their regulations which they believe would 
clean up the mess we are dealing with today, because the statute 
that Congress passed for eligibility says civil leagues or organiza- 
tions not organized for profit but operated exclusively — exclusively 
for the promotion of social welfare are eligible for 501(c)(4)s. The 
IRS regulation for the statute, however, says an organization is op- 
erated exclusively for the promotion of social welfare if it is pri- 
marily engaged in promoting in some ways the common good and 
general welfare. 

I do not think that Congress meant “primarily” when they passed 
a statute that says “exclusively.” And so that is an example of how 
an agency gets away from the Congressional intent, and something 
I hope that when we are looking at the totality of this problem, we 
are pursuing, as well. 

Mr. Lew. Senator, one of the recommendations that the IG’s re- 
port made was to take a look at this very issue, which is something 
that will be going on immediately with the new Acting Commis- 
sioner coming in. 

Senator Menendez. Now, with reference to what this hearing is 
about, which is the FSOC, let me ask you and follow up on some- 
thing Senator Reed talked about, which I have raised in previous 
hearings on FSOC, which is the LIBOR interest rate. And I heard 
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your response, but I want to get a sense of how much effort are 
we putting into finding alternatives here, because even you noted 
that in referencing the LIBOR, you said, quote, “It diminishes mar- 
ket integrity and will be unsustainable in the long run.” 

So, how much effort are we putting in seeking alternatives to the 
LIBOR, because if it is not sustainable in the long run, we should 
be starting to deal with that challenge now. 

Mr. Lew. I totally agree. Senator. There is an enormous amount 
of effort being put into it. The Chair of our Commodities Futures 
Trading Commission has been working with international regu- 
lators on this for some time. I have been at several international 
meetings where finance ministers and central bank heads have dis- 
cussed it. There is a common sense that there is an urgency to de- 
velop an alternative, because any transition has to be orderly. The 
fact that there is a problem is one part of the analysis. There has 
to be a solution. And at the moment, there is not an easy alter- 
native, which is why it is so critical, and as the FSOC report noted, 
a matter of high priority to develop a reference rate that could be 
used as an alternative to LIBOR. 

Senator Menendez. I am looking forward to that, because I am 
seriously concerned about LIBOR interest rate manipulation and 
the consequences it has in ensuring the integrity of interest rates. 
That affects everybody, consumers, businesses, and communities. 

Second, more broadly, I am also interested in whether any of the 
Federal Reserve or Financial Stability Oversight Council projec- 
tions are based in whole or in part on surveys or estimates made 
by institutions with a financial stake in the outcome. In other 
words, are the projections about inflation and other trends in the 
economy that the Fed uses to take monetary policy decisions, or 
that FSOC uses to make decisions about risk to the overall econ- 
omy, susceptible to the same risks of manipulation as LIBOR? 

Mr. Lew. Senator, I would actually have to take that question. 
I read the Federal Reserve Board’s economic projections. They have 
a very talented team of economists that work there and they, I 
know, consult all of the major forecasts as we do when we do our 
economic forecasts. What specific forecasts they use, I would have 
to check. 

Senator Menendez. Well, I would like to hear back from the De- 
partment on that because it makes me concerned that if, you know, 
those who have an interest at the end of the day are giving the in- 
formation that makes the determination, it raises the question as 
to a bit of is this the fox guarding the chicken coop. So if we are 
going to have transparency and greater confidence in our financial 
institutions, we want to have that across the spectrum. 

Mr. Lew. Yes, and Senator, I can tell you, from the point of view 
of the Administration’s economic assumptions, we do our own eco- 
nomic assumptions and we then compare them to the blue chips. 
We compare them to the CBO economic assumptions. We test them 
against the Fed’s economic assumptions. So the general practice is 
you do your own economic projections and you see where they fit 
on the spectrum of others, because if there is an outlier estimate, 
that suggests there are questions that you would like to ask. 

Senator Menendez. And, finally, I would like to just call your at- 
tention to two things. One, which has been endorsed by the Admin- 
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istration, is Senator Boxer and my Responsible Homeowner Refi- 
nancing Act. We think we could help millions of families unlock 
economic potential, as well, and we hope that this will be an advo- 
cacy point because the window is only open for so long as interest 
rates remain historically low and, as well, the whole question of 
our efforts, which I have mentioned to you before, on making sure 
that we unlock the potential, which the Administration also has ac- 
knowledged, in FIRPTA. Those are things that actually will not 
cost the Federal Government money at the end of the day and have 
a tremendous potential to help us move this economy and help 
homeowners. 

Mr. Lew. Senator, I have to strongly agree that opening the op- 
portunity to refinancing to more homeowners who are creditworthy 
is an urgent matter. The window will not remain open forever. We 
do not know exactly when interest rates will go up, but when you 
are at historically low interest rates, the thing you know for sure 
is that, over time, interest rates will go up, and it would be just 
profoundly unfair if middle class working Americans who, through 
no fault of their own, are either underwater or have lost some of 
the value in their home because of the financial crisis while they 
are still creditworthy are unable to refinance at lower interest 
rates. It would be hugely beneficial to them in terms of the afford- 
ability of their housing. It would be hugely important to the econ- 
omy in terms of promoting economic growth. And it is something 
that we do believe legislation like yours would help fix and we 
would very much like to work with you to get that enacted. 

Chairman JOHNSON. Senator Corker. 

Senator Corker. Thank you, Mr. Chairman, and Mr. Secretary, 
thank you for being here today. 

I may surprise you in that I am going to mostly stick to the sub- 
ject at hand today. 

I do want to say on the IRS issue, it is my understanding when 
the FBI comes to a company that is accused of corrupt practices, 
a lot of times, they will go to the top, even though they may not 
have known specifically of the activities, and, in essence, engage 
them because of the culture that they have created there. And, 
therefore, they end up being culpable for some of the activities at 
the lower levels. 

I know that you have not been at the Treasury long. I do want 
to say that the indignation that you showed on the front end, to 
a degree, is kind of laughable in that when you have the President 
of the United States and the Vice President and other leading folks 
in our Administration using the type of language to describe the 
folks that were targeted, demonizing, villainizing, I think you 
would expect that bureaucrats at lower levels are going to act in 
a way that they acted. It is reprehensible what happened, but it 
will be interesting to see as this goes about whether this culture — 
really, where it came from. 

And again, I know that you have not been there long, but I do 
think that the demonizing and the type of language that was used 
probably caused these bureaucrats to feel empowered to go out and 
do the things that they did, which really offend all of our sensibili- 
ties, including yours, as you stated on the front end. 
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Mr. Lew. Senator, I have to say that the President’s reaction to 
this was exactly the same as mine. It was outrage 

Senator Corker. I am just saying, it should not have heen a sur- 
prise. 

Mr. Lew. He has taken no step, ever, to condone this kind of be- 
havior — 

Senator Corker. I understand. 

Mr. Lew. and would never. There has heen no political action 

that I am aware of. 

Senator Corker. I understand. It is the culture that is created 
when you demonize enemies like that. 

Mr. Lew. And the issue that we are dealing with is whether or 
not the IRS engaged in unacceptable behavior in screening applica- 
tions for 

Senator Corker. I know exactly what we are 

Mr. Lew. We are not discussing the merits of the activities of the 
organization. That is a separate issue. 

Senator Corker. I understand. 

Mr. Lew. It is irrelevant. There should be no bias in the review 
of applications. 

Senator Corker. I could not agree more, but I think when peo- 
ple, just like in a corporation, when they hear the CEO saying 
things, it affects people on down lower levels. That is typically 
what happens in a case against a company. And I am not trying 
to implicate. I am just saying, people should not be surprised that 
bureaucrats at lower levels took it upon themselves to do what they 
did when, at the highest levels, people were being demonized and 
villainized in the way they were. 

So, let us move on to the subject at hand. I wrote a letter to the 
FSOC on March 12 and asked about Section 121, and the question 
is — I have not received a response — do you believe that the FSOC 
has the ability to break up a company that is healthy but one that 
they believe could pose systemic risk because of the kind of activi- 
ties or the size that they are? I have not received a response and 
I am wondering if you might do so. 

Mr. Lew. Senator, I have not seen the letter. I apologize. I will 
make sure that I do see the letter. You know, the authorities that 
the FSOC has are to coordinate the activities of the different agen- 
cies that make up the membership of the Council. There are some 
limited areas where there is the authority to take actions, such as 
the nonbank designations. You know, I am happy to look at your 
letter and get back to you. 

Senator Corker. I appreciate that. 

One of the things — Title II in Dodd-Frank talked about orderly 
liquidation, and I think that most of us thought that when a com- 
pany failed, they were going to be liquidated. And I think that the 
FDIC, and I understand for good reason — I had a lot of conversa- 
tions with them about this — they have realized these organizations 
are so complex that you really cannot orderly liquidate. And so 
they have decided, or at least as they sit today, you cannot orderly 
liquidate them. So they have come up with a single point of entry 
where what they are going to do is basically attack the share- 
holders and the creditors, rightfully so, at the holding company 
level. 
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One of the things we have been pursuing is making sure that 
there is enough long-term credit held at the holding company. We 
still have not received a response, but I think that — I would just 
love to hear your thoughts on that. I think, obviously, what people 
are going to do is start loaning to the subsidiaries, knowing that 
they are going to stay intact, and not at the holding company level 
if something does not change, and I just wondered if you would ad- 
dress that issue. 

Mr. Lew. Senator, the orderly liquidation authority and the sin- 
gle point of entry is a huge improvement in terms of our ability to 
manage any future crisis or problems that develop. I totally agree 
that there has to be adequate capital available in order for that to 
work. In general, raising capital standards has been a big part of 
the activity of the last couple of years. It is a combination of the 
things, the combined looking at capital, what the content of invest- 
ment activities are, how much leverage there is. 

But the creation of a single point of entry will only work if there 
is the ability to attach the assets that are in the equity and the 
credit, and we would be happy to follow up and work with you on 
that. 

Senator Corker. And I know that, right now, this is not your 
most expert area, if you will. But you would agree, generally speak- 
ing, that we need to have a certain amount of capital at the holding 
company level. Otherwise, the single point of entry will not be use- 
ful. 

Mr. Lew. There needs to be sufficient capital at the point when 
there is a liquidation in order for the process to work, and how it 
gets there and how it is maintained is something that they are 
working through right now. 

Senator Corker. And just one more question. I know some other 
people have gone over slightly. We talked a little bit in our office, 
and I was a little disappointed by the meeting, about trying to 
make our financial regulation work a little bit better. The commu- 
nity banks around our country are dealing with Basel III. It is very 
complex. And there has been some discussion about just a min- 
imum capital ratio for our community banks. We still have not re- 
solved that, but I know it is a big issue to them and it, candidly, 
could make them far more secure if we just had a simpler capital 
ratio. I think many of us would like to see them raised even at 
other levels. But is that something that you would consider doing, 
is bifurcating Basel III from the smaller community banks around 
our country and allowing them to have a simplified capital ratio 
that would be better for them to operate under and, candidly, bet- 
ter for our country? 

Mr. Lew. Senator, I have met with representatives of the small- 
and medium-sized banks. I have listened to their concerns, as 
many Members of this Committee have. And I have shared the con- 
cerns that I have heard with the regulators who have the direct re- 
sponsibility to take action in that area. I think that they share the 
concern. They have listened, as they finalize their regulations, look- 
ing for ways to make appropriate distinctions to have the burdens 
be commensurate with the risk and not have small institutions 
that are not a source of risk be treated the same as large institu- 
tions that have a great deal of risk. 
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One thing I would be cautious about is history did not begin in 
2008. We had a financial crisis in the 1980s, which was a savings 
and loan financial crisis. So I think all of the regulators have to 
make sure that they are looking ahead and taking prudential steps 
that address all of the potential sources of systemic risk. And there 
is not a one-size-fits-all approach. There are many, many provi- 
sions, both of law and of rule, that reflect the differences between 
large and small institutions, between money center banks and com- 
munity banks. 

And I have shared my concern with the regulators. I have heard 
that they share those concerns. And I think we have to leave them 
with a little bit of time to complete the process. 

Chairman JOHNSON. Senator Brown. 

Senator Brown. Thank you, and welcome, Mr. Secretary. 

I want to make a couple comments on the remarks just a second 
ago from Senator Corker. Our legislation. Senator Vitter’s and my 
legislation, Brown-Vitter, addresses a lot of that. It sets capital 
standards at 15 percent for the banks over $500 billion. For those 
over 50, it sets it at 8 percent. That is why community banks sup- 
port this legislation. It also pulls us out of Basel III, so it deals 
with a lot of those issues in a way that I want to ask Secretary 
Lew about. 

FSOC’s Annual Report cites risk taking at large interconnected 
banks, what we would call the too-big-to-fail banks, those that — the 
six banks over $500 billion in assets. It cites risk taking as a threat 
to our economy. The report says, and I will quote, “Market partici- 
pants may continue to perceive that some institutions receive spe- 
cial treatment by virtue of their size.” You acknowledged at your 
confirmation hearing that this perception gives the megabanks a 
funding advantage to the capital markets. That is pretty clear. The 
FSOC report shows that the large megabanks get a one or two 
notch up, if you will, boost in their credit rating. 

Standard and Poors said that Brown-Vitter, our legislation, 
which calls for higher capital requirements, will, in fact, eliminate 
the too-big-to-fail funding advantage they get. Dodd-Frank re- 
quires, as you know, FSOC to make recommendations in its annual 
report to promote market discipline. 

So my question, Mr. Secretary, is why has FSOC failed to meet 
this requirement by recommending higher capital requirements for 
these six largest too-big-to-fail banks? 

Mr. Lew. Well, Senator, I think that a number of the issues that 
you have raised or that are raised in your legislation are issues 
that the regulators are working on right now. The capital stand- 
ards have not been finally set. The Basel III rules at the Fed have 
not been finalized. Basel III is a floor. It is not a ceiling. There are 
a number of regulatory approaches that would considerably raise 
the cost of being a large bank, and I think we have to see where 
that process ends in order to be able to answer the question wheth- 
er we have fully solved the problem. 

It is certainly the objective to be able to say at the end that we 
have ended too-big-to-fail and that we have eliminated any subsidy 
that might exist. The fact that the market implies a subsidy when 
we have said as a matter of policy that too-big-to-fail is not our pol- 
icy is a bit of a challenge, and we are saying it as often as we can. 
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but we are going to have to demonstrate it with the rules we put 
in place that make it quite costly to be a large bank in terms of 
the requirements that are put in place. 

You know, the one issue that I would like to kind of take a little 
bit of issue with is in replacing Basel III. I worry that — Basel III 
is a floor, not a ceiling, but for a lot of the world, it becomes an 
aspirational goal and we are trying to encourage the world to race 
to the top, not race to the bottom. And Basel III is actually working 
to pull a lot of other countries up. 

Right now, when we look at the sources of financial risk, one of 
the things that we worry about, given the global interconnection of 
our financial institutions, is the risk that is presented to the 
United States from undercapitalized institutions around the world. 
So I think we have to get a balance in the approach and we look 
forward to working together 

Senator Brown. Mr. Secretary, you are a sophisticated guy, and 
to make that statement that if we back out of Basel III but build 
8 percent capital standards for mid-size banks and 15 percent for 
large banks when Britain is doing what it is doing, and, I mean, 
London and New York have incredible influence, Basel III aside, I 
mean, incredible influence — but you said something else, that the 
market implies that too-big-to-fail may still be around. It is more 
than implying. It does not really matter what Jack Lew or Sherrod 
Brown or David Vitter thinks about this. It is what the markets 
think, and the markets continue to say that too-big-to-fail is alive 
and well. 

Several members of FSOC have agreed that too-big-to-fail banks 
should have more capital. A recent Huffington Post report said the 
U.S. Treasury has avoided publicly weighing in on this debate. This 
is not really a question, it is more sort of a summary statement. 
But your legal responsibility as FSOC Chairman is to promote 
market discipline and eliminate the perception. The perception is 
still there. 

Dodd-Frank — as I said, you are a sophisticated guy. You have 
seen what has happened when one of the leading bank lobbyists 
after the legislation was signed said, this is halftime, and then put 
an even larger, more powerful legion of lobbyists on ways to weak- 
en these standards at the same time Basel III may be better than 
now, but with what it has done with risk adjustment and risk as- 
sessment and all, you know that Basel III is not going to be very 
strong capital standards. It is minimal compared to what the mar- 
ket says we should do. And I just hope you take this legal responsi- 
bility as Chair of FSOC to promote market discipline and eliminate 
that perception of too-big-to-fail. 

Mr. Lew. I want to emphasize things that I think we are agree- 
ing on, and I think if you look at the statements made by many 
of the regulators, what I am saying is consistent with the state- 
ments made by Fed Governor Tarullo, for example. 

We, as the final rules are put in place, need to set adequate cap- 
ital standards and put other requirements in place that meet our 
standard so that we can fulfill the obligation of ending too-big-to- 
fail. I totally agree with that. 

What the market is assuming is partially a political judgment. 
It is a political judgment that the Government would jump in again 
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if there is a problem. Our job is to make sure that there is a thick 
enough layer of capital and that there is no need to even get to 
that point. And we are committed to making that happen. 

Senator Brown. But the market understands what Basel III is 
about, and the market assumes Basel III will go into effect, likely, 
and that probably Brown-Vitter will not any time in the next few 
months, minimally, and the market still says — Bloomberg says $83 
billion. Lots of other analysts have said 70, 80, 90 basis points ad- 
vantage. We are seeing the incredible concentration, $2 trillion 
among the largest banks, increase in assets. The largest six bank- 
ing institutions in this country have 60 percent of assets. You know 
these things. The market sees these. Again, it does not matter 
what you and I and Senator Vitter think. It matters what the mar- 
ket is seeing. Their fears are not allayed in this and their worst 
nightmares may be realized if we do not act on this. 

Mr. Lew. Well, the only thing I would respond by saying is that 
we are not yet completed in the process. We should make more 
progress this year. We need to make substantially more progress 
this year. And the challenge be, when we have completed — when 
all the rules are completed, can I sit here and have this discussion 
saying that we have made the progress 

Senator Brown. Well, but the market has also seen how long 
this has taken to implement these rules 

Chairman JOHNSON. Senator Heller. 

Senator Brown. and the weakening of these rules and the di- 

lution of them as they are being made. 

I am sorry, Mr. Chairman. Thank you. 

Senator Heller. Thank you, Mr. Chairman. 

Mr. Lew, thank you for being here. Could you repeat the tag line 
that you explained to Mr. Shelby about when you had knowledge 
of the IRS issues and when you had discussions with the auditor? 

Mr. Lew. Senator, I had one conversation with the Inspector 
General. It was on March 15. It was a session that was one of 
many meetings I had to meet with senior officials at the Depart- 
ment soon after becoming Secretary. I then saw the results of the 
report when they became public. 

Senator Heller. Were you curious to ask, when you talked to 
the Inspector General, about what the impact of that may have 
been? 

Mr. Lew. Senator, what I said to the Inspector General was, you 
have my full support. I want to know the findings when you have 
them and I am going to take actions to fix any problems you find. 

Senator Heller. What did the Inspector General say specifically, 
though, that caught your attention? 

Mr. Lew. Senator, it was a very brief conversation on this mat- 
ter. It was noting that there was an audit underway, suggesting 
that there might be troubling findings, and that was it. 

Senator Heller. And you did not ask any additional questions? 

Mr. Lew. Senator, you know, the IG process is one where a head 
of an agency ought not to be in any way getting in between 

Senator Heller. See, I disagree with that. 

Mr. Lew. the Inspector General and their work. 

Senator Heller. I have been through a number of audits in my 
political career through Government agencies, and any time — and 
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you always have preliminary findings and you sit down and talk 
to them before they issue their final report. And I am just sur- 
prised that you had no additional questions if there were troubling 
findings. 

Mr. Lew. Senator, I think that there is a well-established prac- 
tice at the Treasury Department of not bringing audit findings to 
the Secretary until they are final. Audit findings in preliminary 
form change frequently. They change in direction. They change in 
degree. They are not actionable until they are final. At the moment 
they are final 

Senator Heller. I understand 

Mr. Lew. they come to the Secretary. 

Senator Heller. but I would think you would be curious 

enough to ask additional questions and want to know more if there 
are troubling findings. 

Mr. Lew. Senator, I said to the IG what I have said to every 
auditor I have ever worked with, which is you need to complete 
their work. If there is a problem, you have my commitment of sup- 
port and we will fix anything that is wrong. 

Senator Heller. Why is Sarah Hall Ingram still employed with 
the IRS? 

Mr. Lew. Senator, the individual you are describing is not work- 
ing in the area that is certainly at issue. 

Senator Heller. She was at the time. 

Mr. Lew. Well, the chronology matters, and she was at the time 
assigned to work on the implementation of the Affordable Care Act, 
which she has been doing since. So she was actually not working 
on this, to the best of my knowledge. 

Senator Heller. That is not 

Mr. Lew. I can say this. Senator, that any individual who is re- 
sponsible will be held accountable, but we also have to wait until 
the facts are clear. 

Senator Heller. Yes, but she testified in 2011 that she was the 
Commissioner of the Tax-Exempt and Government — while all this 
was going on. She also said in 2012 testimony before the Senate 
Finance Committee on Indian Tribes that she was Tax-Exempt 
Status. So she has testified over the last couple years, up until re- 
cently, that she was the Commissioner over tMs. 

You know, you named some employees. Will she be held account- 
able? 

Mr. Lew. Senator, what I have said is our policy. Anyone whose 
actions are such that they should be held accountable will be held 
accountable. There will be a new Acting Commissioner as of tomor- 
row. His first order of business is to make the factual determina- 
tions of who is to be held accountable. 

Senator Heller. Thank you. You know, we are talking financial 
security here. This is what this is all about, is financial security. 
You know, there is probably spent more time around the kitchen 
table talking about their finances between Mom and Dad and the 
grandparents than any single issue, and probably more so in Ne- 
vada, where the highest unemployment, highest foreclosures, high- 
est bankruptcies. So you can imagine the kitchen table talk that 
is going on. And there is not any agency in America that probably 
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has more control or more input on your ability to win or lose, your 
ability to have financial security or not have financial security. 

I just did a tele-town hall meeting recently, over 6,000 calls. This 
was last week. And we asked the question about hiring 16,000 new 
IRS agents after everything — ^by the way, the adjectives in this 
tele-town hall meeting was that the IRS is biased, they are corrupt, 
they are politicized, and they are eager to attack White House ad- 
versaries. This is coming out of my State. 

In essence, I believe the IRS has violated the trust of the Amer- 
ican people, and when you ask them a question, should we hire 
16,000 new IRS agents, 61 percent say, absolutely not. So I am con- 
cerned. If you cannot trust them, if you cannot trust them with 
your own taxes, if every businessman that comes up to me that 
gets audited is wondering if the IRS is doing it for political reasons 
or for reasonable steps and following their own regulations, that is 
a difficult question for me today to answer. 

Mr. Lew. Senator, I have said, the President has said, that the 
actions here were unacceptable. But I think it is important to note, 
there is nothing in the Inspector General report to suggest in any 
way that there was any political direction or political pressure 
brought to bear. 

These actions were unacceptable. They have to be corrected. 
They cannot be allowed to happen. We have to restore confidence 
in the IRS. The IRS has to be beyond any suspicion of bias. 

Senator Heller. Do you oppose a Special Counsel? 

Mr. Lew. Senator, there are a lot of investigations going on right 
now. I have made clear 

Senator Heller. Do you think the IRS is good enough to police 
themselves? 

Mr. Lew. I think that we — there are many committees of Con- 
gress now looking at it. The Justice Department is looking at it. 
And we have a new Acting Commissioner coming in who is going 
to do a top-to-bottom review beginning tomorrow. 

Senator Heller. For the record, let me just be very clear that 
I want my name in those who are asking for a Special Counsel for 
the IRS. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Merkley. 

Senator Merkley. Thank you, Mr. Chair, and thank you, Mr. 
Secretary. 

When Senator Shelby asked a question about the IRS, you re- 
plied — this is more or less accurate — “I believe in this and all mat- 
ters that no one is above the law.” And as you said that, I was 
thinking about the situation with HSBC, where, essentially for 10 
years, they laundered money repeatedly. They were admonished to 
stop doing it. The money laundering was related to countries where 
we have basically embargoes because of their policies to acquire nu- 
clear weapons, Iran specifically. These were terrorist organizations 
which put at risk our men and women around the world, our com- 
panies around the world. These were drug organizations in North- 
ern Mexico, and some 40,000 people have died from the operations 
of those drug operations. This money laundering took place con- 
tinuously after multiple efforts to stop it and our AG decided not 
to prosecute. 
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When you think about your statement that no one should be 
above the law and you look at what HSBC did, are you deeply dis- 
turbed that this prosecution free zone has been created for HSBC 
and other large financial institutions? 

Mr. Lew. Senator, there were civil penalties that the Treasury 
Department was responsible for that were brought to bear. 

Senator Merkley. Well, let us pass that, the civil side, because 
I am talking — these were criminal activities. 

Mr. Lew. It is not my responsibility as Treasury Secretary to 
make decisions on criminal matters. I can tell you my view is that 
no one is above the law, and where there is criminal wrongdoing, 
investigations are appropriate and prosecutions are appropriate. I 
cannot speak to the prosecutorial decisions that were made. I was 
not at Treasury at the time, obviously. But it is also not — it is not 
in my area of responsibility to make criminal 

Senator Merkley. Is it your sense that when a major organiza- 
tion is engaged in such longstanding money laundering — which 
they have admitted to, so that is not the question, it is not a ques- 
tion of the facts — and they are given a free pass on criminal pros- 
ecution, that that draws into question whether or not, in fact, there 
are organizations that are above the law, and what does that con- 
vey to ordinary Americans? 

Mr. Lew. Senator, I have testified on a number of occasions that 
my view is no one is above the law. I can state it again, but I can- 
not comment on specific prosecutorial 

Senator Merkley. OK. Well, I would encourage you to weigh in, 
because your world is a world involving large financial institutions, 
so there is an overlap between your world and the AG’s world in 
this regard. 

I wanted to turn to the IG’s report regarding the IRS, and Sen- 
ator Menendez noted that we have this unusual situation where 
the statute of the law says that with a 501(c)(4), donations will be 
used exclusively — the word is “exclusively” — for charitable activi- 
ties. But the IRS regulation says, and this is the most bizarre thing 
I have encountered in public life, that the word “exclusively” means 
“primarily.” 

Now, the IRS has not identified what percentage is associated 
with “primarily,” but mathematically, that is considered 50.1 per- 
cent, if you will. And so how is it acceptable that an IRS regulation 
completely ignores and overturns the 100 percent standard set in 
the law? 

Mr. Lew. Senator, as I responded to Senator Menendez, this is 
one of the issues coming out of this matter that is going to have 
to be reviewed. It is something that we would look forward to work- 
ing with Congress on as we look at it, because this is a controver- 
sial area. Any action one takes one way or the other to change the 
policy is something that really requires careful consideration. 

Senator Merkley. Well, let me be clear. Congress has already 
written the law and it says “exclusively.” It is the IRS regulation. 
That is under your jurisdictions. 

Mr. Lew. I understand, and what I am saying is the process of 
reviewing that policy will begin immediately and we will consult as 
we go through it. 
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Senator Merkley. OK. It has been noted by many that we have 
a political organization under the law called 527. We have a chari- 
table organization called 501(c)(3). We have another charitable or- 
ganization, 501(c)(4), but in that case, the IRS regulation has cre- 
ated enormous confusion about what can be done, because once you 
say “primarily,” it means half your activity can be noncharitable 
activity, contrary to the clear language of the law. That confusion 
has now sown enormous problems, and is it not important in your 
leadership and oversight of the IRS to end that confusion and make 
the regulation consistent with the law for the benefit of all con- 
cerned? 

Mr. Lew. Senator, there is no doubt that there is confusion in 
this area and it is something that we are now going to need to look 
at, and I will be in a position to respond after there is a review. 

Senator Merkley. Thank you. 

Chairman JOHNSON. Senator Kirk. 

Senator Kirk. Mr. Secretary, I would like to take you back to 
something 

Chairman JOHNSON. Turn your microphone on. 

Senator Kirk. which is Iran’s progress toward a nuclear 

weapon and sanctions that Steve on my staff has put together a 
chart showing the effect of the Kirk-Menendez Amendment. I do 
not think I have ever seen actions by the U.S. Senate that have 
been so effective against a rogue nation. This shows the value of 
the Iranian currency, which is called the rial, against the dollar, 
a 74 percent drop since Menendez-Kirk passed the Senate on De- 
cember 1, 2011. 

I would just like to add on that we have a next step for you, to 
follow a Dutch initiative to restrict access to Iranian Euro-denomi- 
nated accounts which would cost the Iranians about $30 billion. I 
hope that you could help the Senate move on to take that next 
step, which is to adopt the Manchin-Kirk legislation, S. 892. We al- 
ready have 21 Senators and several Members of this Committee on 
this legislation. 

If you look at what has happened to the rial, if you look at the 
details, you will see that Iran has lost 50 percent of their oil pur- 
chasing power, meaning we have significantly impacted the pur- 
chasing power parity of the mullahs in Iran. 

Mr. Lew. Senator, you and I have discussed this on a number of 
occasions and I agree with you that our sanctions policies and the 
implementation of them on a unilateral and multilateral basis has 
had an enormous impact on the economy of Iran and it is making 
life very hard in Iran. Now 

Senator Kirk. I have a subset question for you, which is what 
you can do to support the Dutch initiative to cutoff Iranian access 
to Euro-denominated accounts. 

Mr. Lew. So, Senator, I was actually going to say that I have 
raised the issue of access to Euro-denominated accounts with many 
of my counterpart finance ministers in Europe. 

Senator Kirk. Thank you. 

Mr. Lew. I think that after you and I talked about this and I 
brought that to their attention, it actually heightened the level of 
awareness of the issue. It is largely an administrative problem in 
Europe. The law is a strong law and I think we have asked them 
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to get that into place where it is working better and I would look 
forward to working with you on it going forward. 

Senator Kirk. I very much hope we back our Dutch allies on this 
EU initiative. 

Mr. Lew. Yes. I am not familiar with the specific Dutch initiative 
you are describing, but I will become familiar with it. 

Senator Kirk. Thank you. Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Hagan. 

Senator Hagan. Thank you, Mr. Chairman, and Secretary Lew, 
it is a pleasure to have you here. 

In your written testimony, you made reference to the housing fi- 
nance system. Much attention has been paid in recent months to 
the question of how to return private capital to the market and 
how to resolve the conservatorship of Fannie Mae and Freddie 
Mac. In fact, just last week. Senator Tester and Senator Johanns 
held a hearing on this topic in the Securities and Investment Sub- 
committee. Can you talk about the FSOC’s recommendation for 
how to phase in a return of private capital to the housing market? 

Mr. Lew. Senator, this is obviously an area where there is con- 
siderable need for action. We in FSOC have identified it as an area 
that requires attention. It is obviously not a place where FSOC has 
put a specific plan out there. The Administration has laid out some 
broad principles in this area and we would look forward to working 
on a bipartisan basis to go forward with that. 

I think that the issue of winding down the conservatorship is 
going to take a while. We are making progress. We are determined. 
We are determined that we will get taxpayers as much of their 
money back as we possibly can for having bailed out Fannie and 
Freddie. It is going to take a while, but we are making considerable 
progress there. I think we are looking right now at a housing fi- 
nance sector which is too dominated by Government-issued or Gov- 
ernment-guaranteed mortgages. We need to get private capital 
back into the market. 

One of the things that I do think we need to do is finalize the 
rules that are in the qualified mortgage area so that banks know 
what the rules of the road are. I have heard from quite a number 
of bankers that we want to be in the space, we are willing to do 
our part, but we have to know how much it is going to cost us, 
what the capital requirements will be, what the risks will be. Those 
rules are being finalized. 

Going forward, I think we do need to move ahead on next steps. 
The FHFA has taken some steps to bring into place some common 
utilities for follow-on entities to use. But there are some big policy 
issues that we are going to have to grapple with and we are going 
to be continuing to work on that going forward. 

Senator Hagan. Do you have a figure as to how much the public 
has spent on Fannie and Freddie? 

Mr. Lew. I would be happy to get back to you with the exact 
number. 

Senator Hagan. Many Dodd-Frank rulemakings still need to be 
completed. What rulemakings — you mentioned QM and QRM — 
need to be completed to start this process? Do you have any sort 
of timeframe? 

Mr. Lew. Well, I think that 
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Senator Hagan. because QRM Rulemaking has been going on 

for quite a while. 

Mr. Lew. You know, it has been going on for quite a while. Obvi- 
ously, I have been Secretary for just under 3 months. 

Senator Hagan. I understand. 

Mr. Lew. I have made it a matter of enormous priority for me 
personally to be driving this process. I think we also have to look 
at what was going on in the first 2 years of Dodd-Frank’s existence. 
There was an enormous effort to repeal Dodd-Frank. There was an 
effort to put every delay in the way of implementing the rules that 
you could imagine. 

I think, since November, that has changed. What I am hearing 
now is there is a desire for things to settle down, for there to be 
certainty. There is an acceptance that Dodd-Frank is the law of the 
land and it is not going anywhere. 

Now, I have actually stepped on the accelerator. I have gone to 
all the regulators and said, you know, this is more than just a 
question of implementing Dodd-Frank. This is a question of public 
trust in the Government’s ability to implement important policy 
that it said it is going to implement. And I am going to, at the risk 
of becoming tiresome, keep this at the top of the agenda of all the 
agencies that are part of FSOC. 

Now, I do not have the ability to direct specific action in every 
case. This is more a question of coordination and kind of moral sua- 
sion. But I will use every tool that I have to get decisions made 
in these areas. 

Senator Hagan. Thank you for that. We will be following up. 

Thank you, Mr. Chairman. 

Chairman JOHNSON. Senator Manchin. 

Senator Manchin. Thank you, Mr. Chairman, and thank you. 
Secretary Lew, for coming in the job that you have been put into 
at a most appropriate time. 

With that being said, a lot of the questions have been asked and 
talked. I would like to talk more or less about just the whole 
premise of what is going on with the American people in West Vir- 
ginia, how we feel. Government should be your ally and should be 
your partner, and I think people believe in West Virginia, Govern- 
ment has become the adversary relationship and it is basically not 
your friend anymore. It could be your enemy. 

And the IRS has always been the elephant in the room, if you 
will, and the gorilla, and just seeing how it has gotten to the level 
that we have gotten to now, thinking that people could be targeted. 
I am not taking this. I have got individuals that believe they have 
been targeted, and they might be on the same political — or they did 
not have anything political. They thought it was just a pervasive 
attitude of the institution that has gotten so large and how this 
whole was permeated. 

And I guess in saying that — and I am not talking just about the 
IRS. I am talking about Government, in general. If anybody — and 
I do not know how you would feel about this, if you would even 
want to comment about it — anybody in any agency that would use, 
for their own personal agenda or a political agenda against a class 
of people or an individual, should not be maybe losing their job, los- 
ing the benefits they have accrued, and even facing jail time. I do 
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not know how — you know, right now, we are just hitting on the 
IRS, but it is all through Government. 

Mr. Lew. Senator, I have tried to state in the clearest terms that 
I possibly can how unacceptable it is for this behavior to have hap- 
pened. 

Senator Manchin. Sure. 

Mr. Lew. I have spent most of my career in public service. I hold 
myself and everyone that I work with to a very high standard. 
There is no place, no place for bias in the implementation of our 
tax laws or our other laws. We have to be implementing the law 
fairly and equally. 

I would be reluctant to go beyond the facts that are in front of 
us now and assume any broader issue. I think that it is a bad 
enough set of facts that we are looking at, that we need to under- 
stand them, take the actions to fix them, look in the IRS and make 
sure that if there are systemic problems, we fix them. 

But I would not — I would be reluctant to accept the notion that 
this is a pervasive problem unless presented with facts to that ef- 
fect. We have to be vigilant to make sure it does not ever become 
that. We have to be a Government of laws. We have to be observing 
standards of neutrality in the way we implement the laws and fair- 
ness. And that is what I believe in and it is what I have always 
tried to accomplish. 

Senator Manchin. Well, I would like to, with your leadership, if 
especially the Treasury Department could work more as my part- 
ner — 

Mr. Lew. I would look forward to it. 

Senator Manchin. and my friend, I would appreciate very 

much. I know the citizens of West Virginia would be very appre- 
ciative of that. 

With that being said, in the late 1980s and early 1990s, we in- 
vestigated the Keating Five, if you recall in history, for the savings 
and loan crisis. That crisis may not have been as big as our 2008 
collapse that we had, but it was far-reaching and it cost the Fed- 
eral Government billions of dollars. We not only investigated bank 
executives, we investigated U.S. Senators. And I think the people 
are looking back now, saying, why are we not — why has it gotten 
so big? Has it gotten to the point to where these banks are getting 
so large that they are a protected class or species, and the people 
that are involved in those at the highest level cannot be touched 
because we are afraid of a collapse? 

Mr. Lew. Senator, I have indicated today and on many previous 
occasions 

Senator Manchin. Sure. 

Mr. Lew. that I do not believe that anyone is above the law 

and I do not think that there should be any acceptance of that 
principle. 

Senator Manchin. Well, a bank that is too-big-to-fail, if the bank 
gets that big, and that is the pervasive thought, should it not be 
you all’s recommendation that we should not let banks get to the 
size that they are that they get in that position? 

Mr. Lew. So, I think there is a question of how you make sure 
that we have ended too-big-to-fail. One approach is to say there is 
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a certain limit or you can divide up what activities can be held, 
take place in any one institution. 

Another approach is you use the tools that we have in Dodd- 
Frank and in other regulatory authorities to make it more expen- 
sive to be big and it becomes a market determination that limits 
the size. 

Senator Manchin. So the bill that Senators Brown and Vitter 
are working on, basically with capital requirements, is something 
that you are looking at? 

Mr. Lew. Well, as I said to Senator Brown, I think we have to 
see where the rules end up when Dodd-Frank is fully implemented 
to see if it solved the problem. 

Senator Manchin. You can understand the citizens’ concerns, ba- 
sically, that there is a protected — the people that caused the prob- 
lem, and now the community banks and the regional banks are 
feeling the fallout of that and seem to be getting hit the hardest 
putting capital back on the streets to get the economy. But the peo- 
ple that caused the problem are the people that benefited the most 
from the turn of the economy. 

Mr. Lew. Well, Senator, in the aftermath of the financial crisis. 
Congress took bold action in passing powerful tools, which we are 
now using, and we are determined to be 

Senator Manchin. I appreciate your explanation, also why it has 
taken us so long to get Dodd-Frank implemented, because there is 
a lot of criticism about why are we sitting on our hands, and this 
political toxic atmosphere that we live in every day is probably the 
reason that it has been. I hope it stops. Thank you, sir. 

Chairman JOHNSON. Senator Warren. 

Senator Warren. Thank you very much, Mr. Chairman and 
Ranking Member Crapo. Thank you for having this hearing. 

I also want to say, thank you both very much and thank you. 
Secretary Lew, for starting out and taking time to remember the 
families in Oklahoma. I just want to add that I will hold them all 
in my prayers. It is a terrible catastrophe there, and thank you for 
mentioning it publicly. 

Thank you for being here. Secretary Lew. I want to start by talk- 
ing about a different Brown Amendment, and that is you may re- 
member that Senator Brown joined with Senator Kaufman back 
during the Dodd-Frank debates to introduce an amendment that 
would have broken up the country’s largest banks. The amendment 
had bipartisan support behind it, but it did not pass, and we all 
know what has happened since then. 

The four biggest banks, banks that were considered too-big-to-fail 
before the crisis, are now 30 percent larger than they were just 5 
years ago, and there have been huge scandals, some of which have 
been mentioned today — the LIBOR scandal, the infamous London 
Whale, the deliberate foreclosure fraud. It has been one scandal 
breaking on top of another. And Attorney General Holder has said 
that the Justice Department cannot consider litigation against Wall 
Street banks without factoring in potential systemic economic im- 
pact that could result. And while we all know there are parts of 
Dodd-Frank that are there to address the problem, even Federal 
Reserve Chair Bernanke has admitted that too-big-to-fail is not yet 
over. 
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So, I know you were elsewhere in the Obama administration dur- 
ing the Dodd-Frank debate and that Treasury’s attention is now 
elsewhere, but I would like to read you a quote from a New Yorker 
article from that time. This is what a senior Treasury official said 
about the Brown-Kaufman too-big-to-fail amendment. “If we,” 
meaning the Treasury Department, “had been for it, it probably 
would have happened. But we were not, so it did not.” 

So, Mr. Secretary, the Treasury Department said its opposition 
to breaking up the big banks is an important reason that my col- 
league, Senator Brown’s, amendment did not pass. The question I 
want to ask now is has the Treasury Department’s position 
changed or are you still opposed to capping the size of the largest 
financial institutions? 

Mr. Lew. Senator, I have tried to indicate in my response to 
other questions today that ending too-big-to-fail is our policy and 
we are determined to do it 

Senator Warren. And let me just focus you in here, though, Mr. 
Secretary. The question is not, are we all trying to aim toward end- 
ing too-big-to-fail. My question is specifically about capping the size 
of the largest financial institutions. It was an amendment that 
nearly passed. It had bipartisan support. The Treasury opposed it, 
and according to the Treasury’s own folks, it was the Treasury op- 
position that killed off breaking up the big banks, and I want to 
know if Treasury has changed its position. 

Mr. Lew. As you noted, I was not at Treasury at the time 

Senator Warren. Fair enough. 

Mr. Lew. so I cannot speak to the exact decisions that were 

made there. I think we are on a path now which is the right path, 
which is to implement Dodd-Frank and to then take stock when we 
are done implementing Dodd-Frank. I think that there have been 
a lot of calls for legislation in this area and I have said the same 
thing to people who wanted very different kinds of changes, that 
our job right now is to implement a very important law with very 
powerful tools and then to take stock of whether or not there are 
other actions that are required, and I think that this is not the 
time to be enacting big changes to Dodd-Frank or to the regulatory 
system. We need to implement the law. 

Senator Warren. But the question is, though. Secretary Lew, 
this was about concentration. We all said back in 2008, 2009, the 
problem that caused the financial crash, in part, was concentration 
in the banking industry, and what do we see now? We see more 
concentration. One of the tools considered for Dodd-Frank was a 
way to end that concentration. 

So let me try the question a different way. How big do the big- 
gest banks have to get before we consider breaking them up? They 
are 30 percent bigger now than they were 5 years ago. Do they 
have to double in size, triple in size, quadruple in size, before we 
talk about breaking up the biggest financial institutions? 

Mr. Lew. Senator, there are many changes that have taken effect 
since the passage of Dodd-Frank. We have better capitalized banks. 
We have better visibility into the banks. We have the derivatives 
being traded in a way where we can see what is going on and un- 
derstand it. So there were many things going on that contributed 
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to the financial crisis and we are making good progress. We still 
have more progress to make. I 

Senator Warren. So, are you saying, Mr. Secretary, that if we 
have increasing concentration in the banking industry, if the big- 
gest banks double in size, that that does not worry you? 

Mr. Lew. I think that what I am worried about is have we taken 
into account the measures that prevent systemic risk from being 
the kind of threat it was in 2008. Size is one factor, but size is not 
the only factor, and 

Senator Warren. Fair enough that it is not the only one, but size 
is one that is growing and size is one that is powerfully important. 

Mr. Lew. And I think if we look at what happened from 2008 
until now, part of the reason that some of those institutions grew 
is that there were other institutions that failed that had to be reor- 
ganized, and it was an unusual period of time where we were see- 
ing, ironically, a shrinking of the number of players because of the 
failures of institutions. 

So there are many things going on, and I am not trying to avoid 
addressing the question of too-big-to-fail. I am not trying to — I am 
trying to address quite clearly that that is an unacceptable policy. 
But I think we have to take into account all the factors that to- 
gether add up to systemic risk. 

Senator Warren. Fair enough. Secretary Lew, but I really think 
the evidence suggests that concentration is one of those factors and 
that when we see the largest financial institutions getting bigger 
and bigger, that it tells us that we are not clearly on the path to 
resolving too-big-to-fail 

Mr. Lew. But in fairness, we have not yet seen the capital sur- 
charges that will be the responsibility of larger firms fully in effect, 
and as 

Senator Warren. Fair enough. 

Mr. Lew. it gets more expensive, I suspect it will change 

Senator Warren. But what we have also seen is one scandal 
after another in these largest financial institutions. It is clear they 
have not changed their risk-bearing practices, nor have they de- 
cided that they are suddenly going to start following the law. So 
I think, at best, we have evidence going both ways. And we are 
playing with the U.S. economy here, the worldwide economy. 

I apologize, Mr. Chairman, for running over in this exchange. 

Chairman JOHNSON. Mr. Secretary, the Ranking Member and I 
have a brief follow-up question. 

Mr. Secretary, the FSOC report highlights the growing 
cybersecurity threat to the financial sector, including the recent at- 
tacks. What can FSOC and each of its members do to ensure that 
the financial sector remains vigilant in guarding against cyber 
threats? 

Mr. Lew. Senator, I think cybersecurity is an enormous threat 
and it is something that is, unfortunately, going to be with us as 
a threat going forward. So it is not an issue where we can take an 
action and say we have solved it because there are bad forces out 
there that are always trying to get a step ahead of any protections 
that are put into place. 

I think that the first thing we have to do is to make sure that 
we have the kind of coordination where threats are well understood 
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and communicated and where there is collahoration within the in- 
dustry and between the regulators and the industry. In my first 
weeks in office, I met with bank executives to make that point and 
to make it clear that we needed them to step forward and partici- 
pate and we needed to be part of that process. 

I think that if you look at the Executive Order that the President 
issued last year, he has gone about as far as we can go with admin- 
istrative authority to put in place the tools to deal with this. It 
would be very helpful to get legislation that would make it even 
more likely that firms would do the kind of cooperative work that 
is needed to be as vigilant as we can possibly be. 

One of the things that I particularly am concerned about is large 
institutions have the capacity to do more on their own than small 
institutions do, and I think we have to be very concerned that the 
risks are not just to the big money center banks. The risks are 
much broader than that and the risks are faced by institutions that 
need the kind of collaboration and cooperation that we are talking 
about to have the full capacity to respond should there be a threat. 

But the short of it is, we are going to have to remain committed 
and vigilant, using all of the tools that we have, both to detect and 
address these issues, and it is going to take real cooperation be- 
tween the financial services sector and the Government officials. 

Chairman JOHNSON. Senator Crapo. 

Senator Crapo. Thank you very much, Mr. Chairman, and Mr. 
Secretary, I had just two questions to follow-up on, one on the IRS 
and one on FSOC. 

I will start off with the IRS. You had indicated in your response 
to Senator Heller, I believe, that the Inspector General’s finding in- 
dicated that there was not a political motivation to the IRS’s activi- 
ties — 

Mr. Lew. I said no political pressure was brought to bear. 

Senator Crapo. And you may have noticed, I had to step out for 
a few moments. That was to go down to the Finance Committee, 
and I had an opportunity to ask some questions of the Inspector 
General at that time, and a couple of very important things came 
out there. 

First of all, he made it clear that the report does not make a 
finding that there was no political pressure or political motivation. 
It was that they were not able to find it. And I asked them what 
they looked into. He said, we asked the IRS employees who we in- 
terrogated, or interviewed, whether they had a political motivation. 
He said none of them admitted to having such. I asked him if they 
were under oath. He said no, that he had taken no testimony or 
information under oath, and that it was his opinion that — I think 
he said to me that he thought further investigation was necessary 
into this. 

It seems to me that at this point, what we have is a coalition of 
targeting certain politically grouped individuals or organizations, 
and I will go over again, I mean, we have the, as I said earlier, 
an agency that is perceived by many in America to be the pros- 
ecutor, the judge, the jury, and the executioner in major parts of 
their lives who is setting up criteria to look for those who are in- 
volved with the tea party, who use the word “patriots,” who use the 
words, “make America a better place to live,” or criticize how the 
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country is run, and then later expanding this search or this what 
they call a BOLO list, a “be on the lookout list,” for those who want 
to educate on the Constitution and the Bill of Rights or who are 
focused on addressing social economic reform in the United States. 

The question I have to you is, are you or is the IRS taking the 
position that, somehow, this coalition of audits that focused on peo- 
ple from these political perspectives just happened accidentally or 
statistically came about in a way that was not driven by a decision 
that was aimed at this particular political philosophy? 

Mr. Lew. Senator, I am aware of no evidence that suggests any 
political interference in any way. There is a sharp wall between the 
Treasury Department and the IRS on the administration of the tax 
system. There is — ^you know, it is a well, well respected line. And 
no evidence has been brought to bear. I read the report. The report 
said that there was no evidence of any political pressure. People 
can ask questions more and more, and I am not discouraging they 
ask those questions. But there is no evidence. So we should be 
clear. There is no evidence. 

Senator Crapo. And the extent of the evidence at this point is 
interviewing those who were implementing the BOLO list and ask- 
ing them if they were politically motivated. 

Mr. Lew. Senator, we have said that anyone who is accountable 
should be held accountable, but there has to be evidence to hold 
people accountable. 

Senator Crapo. Do you believe the lack of evidence means that 
there is no political, or 

Mr. Lew. Senator, I am not going to speculate on facts that I 
cannot see and evidence I do not have. 

Senator Crapo. OK. Just one other real quick question, Mr. 
Chairman, please, on the FSOC. 

You had indicated that you thought there was quite a bit of 
progress being made in resolving the cross-border issues, and I just 
wanted to follow up, because on April 18, you received a letter from 
nine foreign ministers of different countries 

Mr. Lew. Yes. I know 

Senator Crapo. These are not regulators. These are 

Mr. Lew. No, no. I know they are counterparts. 

Senator Crapo. Yes. 

Mr. Lew. I have spoken with many of them about it. I, frankly, 
think the letter was ill-informed, that there were conversations 
going on between the SEC and the CFTC making real progress on 
that. I am not going to speculate about the reasons that other polit- 
ical officials write letters, but I did say to them quite directly that 
it was not a helpful way to promote conversations with these two 
independent regulatory agencies, to write a letter like that that did 
not even reflect the state of affairs. So I would not read too much 
into that letter. 

The question is, where are they going to end up? They are mak- 
ing progress. They are not finished yet. But they have been work- 
ing quite effectively to try to deal with this and I think that letter 
was something that did not reflect where this situation was at the 
time. 

Senator Crapo. All right, thank you, and thank you, Mr. Chair- 
man, for that extra time. 
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Chairman JOHNSON. Secretary Lew, I thank you for your testi- 
mony today and your continued focus on matters important to a 
civil financial system. 

This hearing is adjourned. 

[Whereupon, at 12:02 p.m., the hearing was adjourned.] 

[Prepared statement and response to written questions supplied 
for the record follow:] 
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PREPARED STATEMENT OF JACOB J. LEW 

Secretary, Department of the Treasury 
May 21, 2013 

Chairman Johnson, Ranking Member Crapo, and Members of the Committee, 
thank you for the opportunity to testify today regarding the Financial Stability 
Oversight Council’s (Council) 2013 annual report. 

My testimony today will describe the conclusions and recommendations made by 
the Council in its third annual report. The report represents extensive collaboration 
among staff of Council members and member agencies to provide Congress and the 
public with the Council’s assessment of significant financial market and regulatory 
developments, potential emerging threats to financial stability, and recommenda- 
tions to strengthen the financial system. The annual report is a key way that the 
Council can share its collective perspective and provide information on its activities 
to Congress and the public. 

Since the Council’s last annual report, our financial system has grown stronger 
in a number of ways: 

• Bank capital has increased significantly in terms of both quality and quantity. 
This substantial amount of additional capital gives these companies a much 
stronger ability to withstand a future downturn. 

• Companies’ liquidity and funding profiles have strengthened dramatically as 
well. As higher liquidity and funding requirements are implemented in the 
United States and elsewhere, the financial system will be much less vulnerable 
to the destabilizing runs that we experienced during the crisis. 

• Progress on comprehensive reform of the over-the-counter derivatives market 
has reduced risks in the system, increased transparency, and strengthened in- 
vestor protections. Collectively, these measures help make financial institutions 
and the financial system as a whole safer and stronger. In March, mandatory 
central clearing of certain swap transactions began. More categories of swaps 
and an expanded universe of financial institutions will be subject to central 
clearing requirements as the year progresses, reducing risks to the financial 
system and to the financial institutions engaging in these transactions. 

• We are seeing continued strengthening of the equity, fixed income, and housing 
markets. And implementation of the Dodd-Frank Act and international coordi- 
nation on G-20 reform priorities have achieved significant progress toward es- 
tablishing a more resilient and stable financial system, both domestically and 
globally. 

On the topic of Dodd-Frank implementation, the Council and its member agencies 
continue to steadily put reforms in place. The Council will soon complete its initial 
evaluation of nonbank financial companies for potential designation, which would 
lead to supervision by the Federal Reserve Board (Federal Reserve) and enhanced 
prudential standards. The Council has already designated eight systemically impor- 
tant financial market utilities for similar increased oversight. 

The Federal Reserve issued a new framework for the consolidated supervision of 
large financial institutions in December. The Federal Deposit Insurance Corporation 
(FDIC) continued to implement the new framework for the orderly liquidation au- 
thority. The Federal Reserve and the FDIC are implementing provisions related to 
living wills by the end of this year. Further, U.S. regulators are continuing to make 
significant progress on implementing the Basel III accords to set internationally 
agreed heightened capital and liquidity standards, which are expected to be fully 
phased in by 2019. 

The Securities and Exchange Commission (SEC) and the Commodity Eutures 
Trading Commission (CFTC) continue to fill in the remaining pieces of a new com- 
prehensive oversight framework for derivatives that will reduce risk and increase 
transparency. The Consumer Financial Protection Bureau finalized new mortgage 
rules that provide additional protections for borrowers. And the Federal Housing Fi- 
nance Agency (FHFA) has taken steps to facilitate increased participation by the 
private sector in the mortgage markets, including the recent announcement of an 
effort to develop a common securitization platform that will facilitate a more effi- 
cient and sustainable housing finance infrastructure. 

Despite these positive developments, there are still risks to U.S. financial sta- 
bility. The Council’s report identifies those risks and makes specific recommenda- 
tions to mitigate them. The Council’s 2013 report focuses on seven areas in par- 
ticular: 
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• First, market participants and regulatory agencies should take steps to reduce 
vulnerabilities in wholesale funding markets that can lead to destabilizing fire 
sales. 

• Second, significant reform in the housing finance system is still needed. 

• Third, Government agencies, regulators, and businesses should take action to 
address operational risks from internal control and technology failures, natural 
disasters, and cyber-attacks, which can cause major disruptions to the financial 
system. 

• Fourth, as recent developments with the London Interbank Offered Rate 
(LIBOR) have demonstrated, reforms are needed to address the reliance on vol- 
untary, self-regulated, and self-reported reference interest rates. 

• Fifth, financial institutions and market participants should be cognizant of in- 
terest rate risk, particularly given the historically low interest rate environment 
of the past few years. 

• Sixth, long-term fiscal imbalances that have potential economic and financial 
market impacts should be addressed. 

• Finally, regulators need to continue to keep a close eye on potential threats to 
U.S. financial stability from adverse developments in the global economy. 

I would now like to go into each of these areas in more depth. 

Key Areas of Foeus of the 2013 Annual Report 

Wholesale Funding Markets 

The Council remains concerned that vulnerabilities in wholesale funding markets 
could lead to destabilizing fire sales. Specifically, run-risk vulnerabilities related to 
money market mutual funds (MMFs), which became apparent during the financial 
crisis, still remain, despite an initial set of reforms implemented in 2010. In Novem- 
ber 2012, the Council issued proposed recommendations for public comment to im- 
plement structural reforms of MMFs to reduce the likelihood of runs. Council mem- 
bers should also examine whether similar reforms are warranted for other cash 
management vehicles. 

Vulnerabilities to fire sales also remain in the tri-party repo market, particularly 
with respect to borrowers such as securities broker-dealers. The Council’s report rec- 
ognizes the positive steps that have been taken in the last year to reduce the reli- 
ance on discretionary intraday credit, but recommends coordinated efforts by market 
participants and financial regulatory agencies to address the risks associated with 
the tri-party repo market, notably by better preparing investors and other market 
participants to deal with the consequences of the distress or default of a dealer or 
other large borrower. 

Housing Finance Reform 

The housing finance system requires significant reform to enhance financial sta- 
bility and facilitate the proper functioning of residential lending markets. The resi- 
dential mortgage market still relies heavily on Government support, while private 
mortgage activity remains muted. The Administration has long called for winding 
down the GSEs as part of comprehensive housing finance reform and remains fo- 
cused on bringing back private capital into the market. Although progress was made 
in 2012, including finalization of some key mortgage rules, the completion of addi- 
tional reforms is needed to add clarity to the market and attract more private cap- 
ital. Specifically, the Council recommends that the FHFA continue to pursue 
changes such as a common securitization platform, model legal agreements, im- 
provements to the mortgage recordation and title transfer system, and an improved 
compensation system for mortgage servicers. 

Operational Risks 

The Council remains concerned about operational risks stemming from certain 
types of trading activities, natural disasters, and cybersecurity threats. Trading ac- 
tivity is becoming more dispersed and automated, raising concern among Council 
members about operational failures. The extremely high speeds at which markets 
operate can compound the overall impact of even small operational failures. In 2012, 
equity markets experienced a number of control problems, including those related 
to the initial public offerings of BATS and Facebook, and losses by Knight Capital. 
The SEC has moved to strengthen the automated systems of important market par- 
ticipants, and the Council recommends that regulators continue to monitor the ade- 
quacy of internal control and corporate governance processes of financial institutions 
and market utilities. 
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Additionally, Superstorm Sandy tested the financial infrastructure, including crit- 
ical financial utilities, demonstrating the need for regulators to assess their policies 
and guidance in the area of contingency planning. Cybersecurity also continues to 
be a central concern, with financial institutions subject to frequent and varied cyber 
attacks. The Council recommends that senior management at financial institutions 
remain engaged on these issues, improve communication within and between firms, 
and that Government agencies enhance information sharing between the public and 
private sectors. However, only so much can be done without comprehensive 
cybersecurity legislation that allows for enhanced information sharing while ad- 
dressing legitimate privacy and liability concerns. I am hopeful that continued bi- 
partisan engagement will produce legislation that addresses these critical issues. 

Reference Interest Rates 

Over the past year, the Council has actively monitored developments related to 
LIBOR and other reference interest rates and their potential impact on financial 
stability. The combination of a weak governance structure and a small number of 
actual transactions in the unsecured, interbank lending market underpinning 
LIBOR reduce market integrity and raise financial stability concerns. 

Investigations by regulators and law enforcement agencies across the globe con- 
cerning manipulations and false reporting of LIBOR and similar rates have exposed 
the structural vulnerabilities of these benchmarks, which provide significant incen- 
tives for misconduct. 

The Council recommends that U.S. regulators cooperate with foreign regulators, 
international bodies, and market participants to promptly identify alternative inter- 
est rate benchmarks that are anchored in observable transactions and are supported 
by appropriate governance structures, and to develop a plan to transition to new 
benchmarks. The Council recommends that steps be taken to promote a smooth and 
orderly transition to alternative benchmarks, with consideration given to issues of 
stability and to mitigation of short-term market disruptions. 

Interest Rate Risk 

Yields and volatility in fixed-income markets are very low by historical standards, 
which may be providing incentives for market participants to “reach for yield” by 
investing in lower-grade credit, investing in longer-maturity assets, or increasing le- 
verage. 

Yield-seeking behavior is apparent in several markets. The issuance of high- 3 deld 
bonds reached a historical high in the fourth quarter of 2012. While underwriting 
standards remain conservative in many markets, there are some examples of loos- 
ening standards. In particular, certain real estate investment trusts, which are 
highly exposed to a rise in interest rates, have grown considerably in recent years. 
The report makes specific recommendations to regulators and risk managers of 
banks, broker-dealers, insurance companies, and pension funds to be vigilant and 
scrutinize how potential changes in interest rates could adversely affect their risk 
profiles. 

Impacts of Fiscal Policy 

The strength of our financial system ultimately depends on the strength of our 
economy. Over the last several years, political fights over fiscal policy in Wash- 
ington — including the debt ceiling crisis in 2011 and failure to come to bipartisan 
agreement on a balanced package to replace the sequester as required by the Budg- 
et Control Act — have hurt confidence, which is a key driver of economic activity. The 
sequester that went into effect earlier this year was intended to be a policy so pain- 
ful and mutually disagreeable that it would ensure bipartisan action to replace it, 
but instead, the harsh and indiscriminate across-the-board spending cuts were trig- 
gered, creating a self-inflicted drag on economic growth and job creation. According 
to the nonpartisan Congressional Budget Office, sequestration will shave off more 
than half a percent of economic growth in 2013 and cost as many as 750,000 full- 
time equivalent jobs. To guard against future threats to our economy and financial 
stability, policymakers should avoid using last-minute resolutions to fiscal policy 
matters such as the debt ceiling and deficit reduction as a negotiating tactic. 

It is important to note that since 2011 the President and Congress have ulti- 
mately been able to come together to enact a series of agreements that have re- 
sulted in historic reductions to our budget deficits. Taken in combination, these bi- 
partisan reforms — not counting the effect of sequestration — have locked in more 
than $2.5 trillion in deficit reduction over the next 10 years, with more than two- 
thirds of that reduction coming from spending cuts. And today, because of these 
policies and other factors, the deficit is falling at the fastest rate in decades. Now, 
while more can and should be done to reduce the risk of long-term fiscal imbalances 
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through sensible measures, shrinking the budget deficit cannot be the only focus of 
fiscal policy. Job creation and economic growth have to be a top priority. 

Global Economic and Financial Developments 

Although external financial threats appear to have decreased over the past year, 
they remain a risk to U.S. financial stability and economic activity. Global demand 
has slowed and the euro area economy is on course to contract for the second year 
in a row. In the advanced economies, there is a need to recalibrate the pace of fiscal 
consolidation to promote economic growth and employment. Fiscal sustainability re- 
mains a concern, but is much easier to achieve in a growing economy. The lack of 
demand rebalancing also remains a risk to the U.S. economy. China, for example 
has avoided an abrupt slowdown, but concerns persist about its ability to transition 
away from its export and investment-driven growth model toward increased domes- 
tic consumption. Nevertheless, Council members and member agencies will continue 
to monitor global economic and financial developments to respond to any threats 
that may arise. 

In addition to those seven key areas that the Council has focused on, I would now 
like to spend a little time describing the Council’s work over the last year and the 
progress that has been made on financial reform. 

Activities of the Council 

Since its 2012 annual report, the Council has continued to fulfill its core mission. 
The Council met 12 times in 2012 to discuss and analyze emerging market develop- 
ments, threats to financial stability, and financial regulatory issues. There were 
public sessions at three of those meetings. Through regular meetings of the Council 
and its staff committees, the Council plays an important role in facilitating coordi- 
nation among Federal and state financial regulators. 

The Council is working to evaluate nonbank financial companies for potential des- 
ignation for supervision by the Federal Reserve and enhanced prudential standards. 
The Council publicly announced that, in September and October 2012, it advanced 
an initial set of nonbank financial companies to the third and final stage of the eval- 
uation process. The Council discussed its ongoing analysis at its most recent meet- 
ing on April 25, and it expects to vote on proposed designations of an initial set of 
nonbank financial companies in the near term. 

The Council is also authorized to issue recommendations to a regulatory agency 
when financial activities and practices are creating risk for U.S. financial markets. 
In November 2012, the Council issued for public comment proposed recommenda- 
tions to the SEC with three alternatives for reform to address the structural 
vulnerabilities of MMFs. The Council is currently considering the public comments 
on the proposed recommendations. If the SEC moves forward with meaningful struc- 
tural reforms of MMFs before the Council completes its process, the Council expects 
that it would not issue a final recommendation to the SEC. However, if the SEC 
does not pursue additional reforms that are necessary to address MMFs’ structural 
vulnerabilities, the Council should use its authorities to take action in this area. 

Finally, the Council has authority to designate systemically important financial 
market utilities for enhanced risk-management standards. The Council designated 
eight systemically important FMUs last summer, and those entities are now subject 
to increased oversight by the SEC, CFTC, and Federal Reserve. 

Progress on Financial Regulatory Reform 

The annual report also discusses the significant progress that Council members 
and member agencies, both individually and collectively, have made implementing 
Dodd-Frank Act reforms. As a result of these activities, consumers have access to 
better information about financial products and are benefiting from new protections. 
Financial markets and companies have become more transparent. And regulators 
have become better equipped to monitor, mitigate, and respond to threats to the fi- 
nancial system. 

Since the Council’s 2012 annual report, Dodd-Frank Act implementation included 
further strengthening of supervision, capital, and risk-management standards for fi- 
nancial institutions and financial market utilities; procedures for stress tests of fi- 
nancial institutions; rulemakings related to the orderly liquidation authority; regu- 
lation of the derivatives markets to reduce risk and increase transparency; new 
standards to protect mortgage borrowers and reduce risks in the mortgage market; 
and other measures to enhance consumer and investor protection. 

Nevertheless, important work remains to complete the implementation of finan- 
cial reform. The Council, its members, and its member agencies will continue to 
strengthen coordination of financial regulation both domestically and internation- 
ally. In developing and implementing the international financial regulatory reform 
agenda, the Council members support the development of policies that promote a 
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level playing field, mitigate regulatory arbitrage, and address regulatory gaps pri- 
marily through members’ engagement with the Gr-20 and the Financial Stability 
Board (FSB). In particular, the Council is focused on: 

• Strengthening the regulation of large, complex financial institutions. The Coun- 
cil supports global efforts led by the FSB, to impose consistent standards on 
large, complex financial institutions across jurisdictions. 

• Developing an international framework to resolve global financial institutions. 
Effective cross-border cooperation will be essential to implementing the FDIC’s 
orderly liquidation authority under Title II of the Dodd-Frank Act. The United 
States has substantially satisfied the FSB’s Key Attributes of Effective Resolu- 
tion Regimes for Financial Institutions, and continues to work with inter- 
national counterparts to ensure robust resolution coordination. 

• Increasing the transparency and regulation of over-the-counter (OTC) deriva- 
tives. The Council encourages continued development of these reforms, as they 
are essential to increase transparency and to mitigate risk, including cross bor- 
der spillovers, that could arise from the OTC derivatives market. The FSB has 
been critical to facilitating international coordination on this issue. 

• Data resources and analytics. The Council continues to recommend that im- 
provement in data standards should be a high priority for financial firms as 
part of their risk management process and for the regulatory community — not 
just in the United States, but globally. The Council recommends that the Office 
of Financial Research continue to work with the Council’s member agencies to 
promote data standards for identification of legal entities, financial products, 
and transactions, and to improve access to standardized, aggregate data by the 
regulators. The Council also recommends that cross-border exchange of super- 
visory data among supervisors, regulators, and financial stability authorities 
continues to be facilitated in a manner that safeguards the confidentiality and 
privacy of such information. 

Conclusion 

The actions of the Council and its member agencies have made the financial sys- 
tem more stable and less vulnerable to future economic and financial stress. The 
Council will continue to focus on the risk areas I have discussed today, while re- 
maining vigilant to new risks, to promote financial stability and strengthen the U.S. 
financial system. 

I want to thank the other members of the Financial Stability Oversight Council, 
as well as the staff of the members and their agencies, for the work they have done 
over the past year and their efforts in preparing the 2013 annual report. 

We look forward to working with this Committee, and with Congress as a whole, 
to continue to make progress in creating a more resilient and stable financial sys- 
tem. 
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The Financial Stability Oversight Council (Council) was established by the Dodd-PVank Wall 
Street Reform and ConsuBTier Protection Act (Dodd-Frank Act) and is charged with three 
primary purposes; 

1. To identify risks to the financial stability of the United Slates that could arise from the 
material financial distress or failure, or ongoing activitie-s, of large, interconticctcd bank 
holding companies or nonbank financial companies, or that could arise outside the 
financial services marketplace. 

2. To promote market discipline, by eliminating expectations on the pan 
of shaieholders, creditors, and counterparties of such companic.s that 
the U.S. government will shield them from losses in the event of failure. 

3. To res[>ond to emerging threats to the stability of the U.S. financial system. 

Pursuant t<j the Dodd-Frank Act, the Council consists of ten wtiug members and live 
nonvoting members and brings together the expertise of federal financial regulators, state 
regulators, and an insurance expert appointed by the President. 

The voting members are: 

• the Secretary of the Treasury, who serves as the Chairperson of the Council; 

• the Chairman of the Board of Gos'ernois of the Federal Reserve System; 

• the Compiroiler of the Currency; 

• the Director of the Bureau of Consumer Financial Protection; 

• the Chairman of the Securities and Exchange Commission; 

• the Chairperson of the Federal Deposit Insurance Corporation; 

• the Chairperson of the Commodity Futures Trading Commission; 

• the Director of the Federal Housing Finance Agency; 

• the Chairman of the National Credit Union Administration; and 

• an independent member with insurance expertise who is appointed by the President 
and confiritied by the Senate for a six-year term. 

The nonvoting members, who .serve in an advisory capacity, are; 

• the Director of the Office of Financial Research; 

• the Director of the Federal Insurance Office; 

• a Slate insurance commissioner designated by the state insurance comniissioners; 

• a stale banking supervisor designated by the state hanking supervisors; and 

• a stale securities commissioner (or officer performing like functions) designated by 
the state securities commissioners. 

The state insurance commissioner, state banking supervisor, and state securities commissioner 
serve two-year terms. 


Fi.iancia! S'.aftiiUy Oversight Countii 
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statutory Requirements for the Annual Report 

Section I12(a)(2)(N) of the Dodd-Frank Act requires that the annual report 
address the following; 

i. the activities of the Council; 

ii. significant financial market and regulatory developments, including 
insurance and accounting regulations and standards, along with an 
assessment of those dcveloptncnts on the stability of the financial system; 

iii. potential emerging tlircais to the financial stability of the 
United States; 

iv. all determinations made under Section 113 or Title VIII, and the 
basis for such determinations; 

V. all recommendations made under Section 119 and the result of such 
recommendations; and 
vi. recommendations — 

I. to enhance the integrity, efficiency, competitiveness, and stability 
of United States financial markets; 

II. to promote market discipline; and 
IH. to maintain investor confidence. 

Approval of the Annual Report 

This annual report was approved unanimously by the voting members of the 
Council on April 25, 2013. Except as otherwise indicated, data cited in this report 
is as of March 25, 2013. 

Abbreviations for Federal Member Agencies of the Council 

• Department of the Treasury (Treasury) 

- Office of Financial Research (OFR) 

Federal Insurance Office (FIO) 

• Board of Governors of the Federal Reserve System (Federal Reserve) 

• Comptroller of the Currency (OCC) 

• Bureau of Consumer Financial Protection (CFPB) 

• Securities and Exchange CommiSvSion (SEC) 

• Federal Deposit Insurance Corporation (FDIC) 

• Commodity Futures Trading Commission (CFTC) 

• Federal Housing Finance Agency (FHFA) 

• National Credit Union Administration (NCUA) 


3 FSOC // Annual Report 
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Since the Council’s last annua] report, the U.S. financial sv-stem has continued to strengthen, with 
increased capital and liquidity lewis for core financial institutions and furUicr improvements in titiancial 
market infrastruc ture. Market discipline has provided a tailwind for regulatory efforts to promote the 
conduct of financial transactions in a transparent and siandatdizcd fashion, particularly when compared 
to the opaque securitization techniques used in the run-up to the financial crisis. Investor confidence lias 
also risen, as seen in further improvements of equity, fixed income, and housing markets. In addition, 
implementation of the Dodd-Frank Act and international coordination on G-20 reform priorities have 
brought significant progress towards establishing a more resilient and .stable financial system, both 
domestically and globally. Despite these positive developments, significant risks to the financial stability 
of the United States remain. This year’s annual report is organized around seven themes, which recur 
throughout the sections of the report. 


The first theme concerns vulnerability to runs in wholesale funding markets that can lead to destabilizing 
fire sales. In ihc past year, the Council took concrete steps in sup|>orling the impicmcntaiion ofsirueiural 
reforms to reduce the likelihood of run risks of money market mutual funds (MMFs) by issuing proposed 
recommendations for reform under Section 120 of the Dodd-Frank Act. There has been some progre.ss 
in reforming the it i-party ropo market, though vulnerabilities to fire sale.s remain. Secondly, the housing 
finance system continues to rely heavily on government and agency guarantees, wiiilc private mortgage 
activity remains imited. The third theme concerns operational risks, which can cau.se major disruptions 
to the financial system. Such risk.s include technological and operational failures, uaturai disasters, 
and cyberattacks, and can arise from external or internal sources. The fourth theme consists of the 
reliance on reference interest rates, which recent investigations have demonstrated were manipulated, 
particularly in the case of the London Interbank Offered Rate (LIBOR). The internat ional regulatory 
community is moving forcefully to reform the governance and integrity of LIBOR and to consider 
transitions tow'ards ahcrnaiive benchmarks. The lifili theme concerns the need Ibr linancial iaslilulions 
and market participanl.s to be I'esilicnt to interest rate risk. Yields and volatilities in fixed income markets 
are very low by historical standards, providing incentives for market participants to "reach for yield" hy 
increasing leverage, by engaging in maturity transformation, or by investing in less creditworthy assets, 
thus potentially increasing exposure to risks of sudden spikes in yield.s. The sixth theme concerns long- 
term fiscal imbalances, as the absence of bipartisan agreement on U.S. fiscal adjustment has raised 
questions about whether long-term fiscal problems may be resolved smoothly. The seventh theme is about 
the United States’ sensitivity to possible adverse developments in foreign economies. Throughout the 
remainder of thi.s executive .summary, these seven themes are discussed in more detail. 

Fire Sale and Run Vulnerabilities 

Although many of the least stable funding structures that failed in the crisis have disappeared, 
important t un risks in the financial system pei-sUi. The risks have been reduced in recent years due to 
regulatory action and the still relatively recent memories of the crisis; wholesale funding market activity 
i.s generally reduced, securities broker-dealers have markedly reduced leverage, and regulations have 
diminished sponsorship of off-balance sheet vehicles by large financial institutions, in other instances, 
severe investor losses during the crisis extinguished demand for some products and structures. However, 
run risks in sectors such as MMFs and broker-dealers continue to persist. As witue.ssed in the Finanridl 
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crisis, susceptibility lo runs and reliance on confidence-sensitive fujiding by these entities can induce fire 
sales in times of market stress. 

MMFs’ susceptibility to runs could trigger fire sales of assets, impair the flow of short-term financing, and 
propagate strains throughout the financial system. In the past year, the Cotincil took concrete steps in 
supporting the implementation of reforms to mitigate structural vulnerabilities of MMFs. In November 2012, 
the Council proposed recommendations for public consideration regarding MMF reform, under Section 
120 of the Dodd-Frank Act. with three alternatives: (1) a Iloaling net asset value (NAV) for MMFs; or (2) tlic 
introduction of a NAV buffer and a minimum balance at risk (MBR) for investors; or (3) a risk-based NAV 
buffer of 3 percent in addition lo other measures. The public comments on this proposal are currently under 
review by the Council and the SEC, which is also examining the characteristics of MMFs’ susceptibility to runs. 

The tri-party repo market remains vulnerable to runs by lenders in the event that concerns emerge regarding 
the financial condition of borrowers such as securities broker-dealers, who depend heavily on this channel 
for short-term funding. Additional risks stem from the continued heavy reliance on discretionary intraday 
credit in the settlement process, and the limited capacity of lenders to manage the ramifications of a default 
by a major borrower. Some progress has been made in increasing the resiliency of the tri-party market. The 
reliance on intraday credit extended by the clearing banks has begun to decline and, as additional changes 
are made to the settlement process, should be largely eliminated by the end of 2014, Nonetheless, a default 
of a large broker-dealer or other large borrower would leave lenders with large volumes of collateral that they 
would likely seek to liquidate quickly. 

Housing Finance Reform 

Housing market developments in 2012 were generally positive, with indicators showing a fragile but steady 
recovery. For example, housing prices have continued to rise since early 2012, while the percentage of 
properties with negative equity has declined. Mortgage delinquencies have also declined, as has the rate 
of new delinquencies and the inventory of properties in foreclosure, suggesting a slow return to a firmer 
market, However, the housing market remains vulnerable to macroeconomic trends, and a fair number 
of potential borrowers remain unable to obtain mortgage credit because of conservative underwriting 
standards with respect to low or negative equity or relatively low credit scores. Finally, though the 
inventory of bank-owned properties is generally declining, foreclosure timelines in some states remain 
extraordinarily long, resulting in a continued overhang of distressed properties. 

The housing finance system continues to draw on significant federal government support. Increasing the 
presence of private capital in assuming credit risk in housing finance remains a priority. In spite of the 
apparent stabilization in U.S. hou.sing markets, both new loan origination volumes (loans used to purcha.se 
homes, as opposed to refinancing existing loans) and the appetite to assume credit risk in mortgage 
markets remain quite subdued post-crisis. There is very limited new private mortgage securitization activity 
other than small-scale issuance of very-high-quality Jumbo prime loans. Reduced purchase loan origination 
volumes in the wake of the crisis may be due, in part, to constraints on origination capacity, continued 
uncertainty over mortgage put-backs to lenders as litigation over legacy originations has increased the risk 
and cost to both originators and issuers, and some market participants’ unwillingness to provide capita! 
except for agency- and government-guaranteed entities until certain regulations take effect. 

In 2012, siep.s w'erc taken towards establishing a new framework for housing Hnance and providing more 
clarity to market participants, though much remains to be done. The Treasury and FHFA announced new 
steps to expedite the wind-down of Fannie Mae and Freddie Mac, two government-sponsored enterprises 
(GSEs). The GSEs continued to increase their guarantee fees, or the price of insurance that they provide to 
protect bondholders from credit risk, in an effort to encourage pri%’aie capital participation in the market. 
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Keeping with this trend, the Federal ITonsing Administration (FHA) increased its mortgage insurance 
premia in 2012. The FHFA and the GSF,s also announced a new representations and warranties framework 
to clarify originators’ purchase exposure and liabilities on new loans sold to the GSEs. The CFPB finalized 
the following significant rules: the loan originator compensation rule, the mortgage servicing rules, 
and the abi!ity-to-repay rule, including the definition of a qualified mortgage (QM). These rulemakings 
represent first steps towards removing uncertainty surrounding underwriting and servicing practices aitd 
representations and warranties, which are critical to improring mortgage origination and securitization 
issuance volumes. 

Operational Risks 

Major disruptions to the financial system can also arise from operational risks. Technological failures, 
natural disasters, and cyberattacks can emanate from anywhere, at any time. Preparation and planning to 
address these potential situations are essential to maintain the strength and resilience of our financial sy.stem. 

One area of particular concern is the potential for systems failures in an environment where trading activity 
is more dispersed and automated. The extremely high speeds at which markets operate today can compound 
the overall impact of even small operational failures by propagating errors quickly and widely. In 2012, 
equity markets experienced a number of control problems, highlighting the fragile relationship between 
technological infrastructure and market stability. While bringing many advantages, technological advances 
are not without risks. Recent .significant systems issues inchide malfunctions in connection with the initial 
public offerings of BATS Global Markets, Inc. (BATS) and Facebook, Inc., as well as losses suffered by 
Knight Capital Group Inc. (Knight Capital) caused by errors in its systems related to routing orders. These 
events have occurred notwithstanding current regulatory requirements and oversight programs relating to 
technology standards and safeguards, The SEC is moving to help ensure robust system controls and, in March 
2013, proposed Regulation Systems Compliance and Integrity (Regulation SCI) to strengthen the automated 
systems of important market participants in the securities markets. 

Financial infrastructure was also tested in 2012 by the impact of Superstorm Sandy. While the storm caused 
severe damage to energy, telecommunications, and transportation infrastructures upon which markets 
depend, critical post-trade financial utilities, including core settlement and clearing functions, operated 
normally from their primary or contingency sites. Certain trading venues, such as the New York Stock 
Exchange (NYSE) and NASDAQ, as well as over-the-coiujicr (OTC) money and fixed income markets, were 
closed for various periods on October 29 and 30, 2012. On the retail services side, currency inventories were 
adequate, and ATMs generally were available outside the hardest hit areas. At the individual firm level, the 
majority of institutions succcs.sfuily employed their contingency plans and disaster recovery vendors, and most 
contingency sites worked well, Effective governmental assistance through federal interagency coordination, 
federal-state coordination, public-private partnerships, and targeted financial regulatory relief helped to 
resolve issues and ensure adequate communication among affected parties. Despite the limited impact on 
the financial sector, posc-vSandy assessments still identified a number of potential improvements in the areas 
of contingency planning and tc.siing, incident management around market closures, and positioning of key 
management and staff, and iniprovcmcnt.s to further mitigate dependencies on power, transportation, and 
communications infrastructures. 

During 2012, more than a dozen financial institutions were subject to sustained and persistent cyberattacks. 
These attacks disrupted online access to consumer websites, causing inconvenience and annoyance to 
customers, increased costs, and significantly elevated demand for mitigation service providers. To date, we 
have not seen ciisrupiion,s to market functioning or the health of the financial system from these attacks; 
ongoing vigilance is required, though. In addition, improved cooperation across firms and industries is 
necessary as the volume and sophistication of attack.s increase. Public-private partnerships could further 
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improve the analysis and dissemination of robust information to facilitate real-time responses to cyberattacks. 
Furthermore, enhanced cybersecurity education directed to employees and consumers could improve 
protection, mitigation, and responses. 

Reforms of Reference Rates 

Investigations by regulators across the globe concerning manipulations of LIBOR have exposed the structural 
vulnerabilities of a voluntary and self-regulated regime for self-reported rates, particularly where underlying 
transactions are limited or nonexistent. These benchmark interest rales in various currencies are the basis 
for hundreds of trillions of dollars of swap transactions in notional amount, commercial and consumer loans, 
futures contracts, and other financial derivatives products traded in OTC markets and exchanges around 
the world. Approximately S3r>0 trillion notional amount of interest rate swaps and SIO trillion of loans are 
indexed to LIBOR alone. Given the number of transactions that rely on LIBOR and similar rates, problems 
with these rales can nvore broadly threaten public confidence in the integrity of markets. 

Recent investigations uncovered systematic manipulations of reference rate submissions, designed to increase 
potential profit and signal relative financial health hy submitting firms. The.se schemes affected LIBOR 
submissions as well as similar rates such as the Euro Interbank Offered Rate (EURIBOR) and the Tokyo 
Interbank Offered Rate (TIBOR). In the United States, the CFTC issued orders against Barclays, UBS AG, 
and the Royal Bank of Scotland. The orders charged the banks with manipulating, attempting manipulation, 
and false reporting, resulting in penalties of more than $1.2 billion in the United States, and over $2.5 
billion globally, These manipulations were made possible in part by a decline in eligible transactions used to 
support rate submissions in recent years, most notably as short-term funding markets have moved away from 
unsecured lending between hanking institutions. 

The international regulatory community is moving forcefully to reform the governance and integrity of 
LIBOR and to consider iran.siuons towards alternative benchmarks. The CFTC and Department of Justice 
(DOJ) settlement included requirements for banks to take specified steps to ensure ibe integrity and 
reliability of tbeir LIBOR and other benchmark interest rate submissions. In the United Kingdom, the 
Financial Services Authority (FSA) has implemented reforms of LIBOR based on the recommendations of 
the Wheatley Review, which include a number of major revisions to the system of governance, calculation, and 
oversight. Committees across multiple international regulatory agencies are further engaged in developing 
improved governance and reporting frameworks for reference rates and considering alternative benchmarks. 
These international groups include organizations .spanning central banks and regulators, such as the Bank 
for International Settlements (BIS) and the International Organization of Securities Commissions (IOSCO), 

Fixed Income Vatuations and Low interest Rate Environment 

Fixed income markets are currently characterized by low yields across the maturity and credit spectrum. In 
addition, realized and implied volatilities in fixed income and equity markets are subdued and have reached 
levels not seen since early 2007. The current low level of yields reflects three underlying factors. The first 
factor is the market expectation of future short-term interest rates, which is driven by expected monetary 
policy. Globally, central banks have been easing monetary policy in order to aid recovery from the global 
financial crisi.s, and the Federal Reserve has provided explicit .short-term rate guidance tied to economic 
conditions. The second factor keeping yields low is related to the pricing of interest rate risk. The pricing 
of risk can be gauged by term premia for Treasury securities, which are estimated to be at their lowest since 
the earlv 1960s. The pricing of risk reflects a gradual shift in the composition of buyers towards those who 
are less risk-sensitive, particularly due to the large-scale asset purchase programs of the Federal Reserve and 
other central banks. Finally, the third factor contributing to low yields is that investor appetite for credit risk 
in fixed income markets has been increasing, albeit from a low level. Credit losses and provisions have been 
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declining over many months. Credit yields are thus low due to the low Treasury yields and the improved 
outlook for solvency risk. 

The implications of changes in asset prices for financial stability depend on how these assets arc funded, the 
extent to which valuations are accompanied by leverage or maturity transformation, and whether investors 
has'e sufficient information about the risk-return tradeoffs in their decisions. Recent changes in asset prices 
have not been accompanied by the broad-based increases in leverage and maturity transformation that took 
place prior to 2007. Nevertheless, yield-seeking behavior, which is supported by low levels of market volatility, 
is apparent in several markets. In credit markets, the issuance of high-yield bonds reached a historical high 
in the fourth quarter of 2012, and leveraged loan issuance was also elevated. While underwriting standards 
remain conservative in many markets, there are some examples of loosening standards. For example, 
there are signs of weakening underwriting standards in the types of covenants employed in certain newly 
issued bonds and loans. The issuance of collateralized loan obligations (CLOs) is similarly close to peak 
levels, coinciding with the rise in high-yield loan and bond issuance. CLOs provide investors with leveraged 
exposure to non-investment grade corporate credit. In addition, assets under management for corporate 
bond mutual funds and exchange-traded funds have grown rapidly. Other investors, such as pension funds 
and hedge funds, have also absorbed much of the new supply in credit markets. 

Adding duration risk by investing in longer-maiurily assets is another form of yield-seeking behavior. In 
the commercial banking sector, publicly available data indicate that the mismatch between the average 
maturity of assets and average maturity of liabilities has increased recently at smaller banks, though not at 
large institutions. Insurance companies and pension funds are also exposed to interest rate risk. Certain real 
estate investment trusts (REITs), known as agency REITs, are REITs that invest in agency mortgage-backed 
securities (MBS) and are primarily funded through repo markets. Agency REITs are actively engaged in 
leveraged maturity transformation. While the sector has reduced leverage somewhat since the crisis and, 
at present its holdings are not very large compared to the overall MBS market, it has grown considerably in 
recent years. A shock to agency REITs could induce repo lenders to raise margins or pull back funding, which 
in turn could compel agency REITs to sell into a declining market, potentially impacting MBS valuations 
sigtiificantiy. 

Yields and volatilities are expected to return to more normal levels over the long term. A gradual 
normalization in the context of a .strengthening recovery does not pose a significant threat to financial 
stability, By contrast, a sudden spike in yields and volatilities could trigger a disorderly adjustment, and 
potentially create outsized risks. The threats to financ ial stability posed by reaching for yield are mitigated by 
the same improvements in the resiliency of the financial system that reduce vulnerability to other potential 
dangers. Greater resilience is the result of strong reform efforts in recent years, as well as still subdued risk 
taking by some market participants in the aftermath of the events of 2008. The capital and liquidity buffers of 
the banking system have continued to grow over the past year, and nonbank credit intermediation activity has 
declined since 2008. Overall, both the willingness and the ability of investors to take on leverage have been 
reduced for a variety of reasons. 

Market and Economic Impact of Fiscal Policy 

Notwithstanding the overall improvement in the U..S. financial system, concerns persist about economic and 
financial market impacts of long-term fiscal imbalances. In particular, the process of U.S. fiscal adjustment 
has raised questions about, the manner in w'hich long-term fiscal issues will be resolved. In 2012, financial 
markets continued to respond to fiscal and political uncertainty, though market volatility %vas impacted less 
than was the case during the debt ceiling crisis in 2011. 
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A series of automatic tax increases and spending cuts, the so-callcd fiscal cliff, were set to take effect at 
the start of 2013. In addition, the statutory debt ceiling was reached on December 31, 2012 (although 
extraordinary measures authorized by law were available to postpone the date that the United States would 
otherwise default on its obligations by about two months). The passage of the American Taxpayer Relief 
Act of 2012 (.ATRA) on January 1, 2013 reduced uncertainty for market participants by cancelling the tax 
increases for most U.S. households and deferring the budget cuts for several months. Furthermore, a number 
of business and personal tax measures were pul in place, including a permanent resolution for Alternative 
Minimum Tax provisions, In Februarj', the debt ceiling was suspended until mid-May. After the initial 
response io the legislation, the financial market impact of these fiscal developments has been minimal so fat. 

in financial markets, the consequences of failing to increase the debt ceiling were generally seen as distinct 
from and more immediately serious than the effects of the fiscal cliff. In particular, the effects of the 
fiscal cliff would accrue over time as households, businesses, and governments adjusted their spending 
and investment decisions. However, the inahility of the Treasury to borrow might cause an interruption 
of principal and interest payments on U.S. sovereign debt, which financial markets regard as one of the 
safest assets. With these “flight to quality” characteristics in mind, the approach of the fiscal cliff had mixed 
effects on financial markets. Downside concerns increased the volatility of certain Treasury bills considered 
at risk for extension or missed payments. However, the prices of safe haven assets rose, including longer- 
dated Treasury securities, though to a lesser extent than in August 2011, when Standard & Poor’s (S&P) 
downgraded its rating of U.S. debt. 

Foreign Financial Developments 

While sentiment in U.S. financial markets has improved. United State.? financial stability remains sen.sitive to 
possible adverse developments in global markets and among our major trading partners. Threats to financial 
stability in the United Slates from developments related to the euro area decreased in the latter part of 
2012, alihougb recent developments in Cyprus indicate that significant downside risks remain. The markets' 
perception of reduced tail risks relative to early 2012 is partially <iue to policy efforts in the euro area to 
restore financial stability. These actions have, at least temporarily, been successful in preventing significant 
di.siocatiotis in Hnancial markets. 

Notably, the European Central Bank (ECB) created the Outright Monetary Transactions (OMT) program, 
allowing the ECB to purchase sovereign debt of member states that are in compliance with a reform program 
at the European Financial Stability Facility (EFSF) or the European Stability Mechanism (ESM). The OMT 
helped to reverse the .steep rise of peripheral sovereign debt yields, which have declined markedly since the 
program’s announcement. The European Union (EU) reached a political agreement to place euro-area 
banks, as well as banks in non-euro countries that opt in. under the overarching supervision of the ECB. 
Together these efforts helped to improve bank access to market funding and reduced reliance on ECB 
funding. Governments of vulnerable countries undertook important efforts to consolidate fiscal positions, 
strengthen banking systems, and advance reforms to boost growth prospects, and received support from the 
ESM and the IntcriKUional Monetary Fund (IMF). The Spanisli government narrowed its fiscal deficit and 
made progress toward recapitalizing its banking system, while European authorities took additional actions 
to support Greece. However, Cyprus’ recent difficulties serve as a reminder that many countries within the 
euro area remain in a vulnerable po.sition, and underscore the importance of moving forward with efforts to 
strengthen the foundations of a monetary union. Despite these aggressive policy action.? and financial market 
recovery, substantial challenges remain. While fiscal austerity has narrowed euro-area countries' deficits, 
this same fiscal austerity has contributed to a contraction in euro-area economics. Moreover, access to credit 
remains highly constrained across many vulnerable countries, as financial markets across the e\iro area 
remain fragmented. Many countries in Europe remain in the midst of deep and prolonged recessions. The 
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European Commission forecasts reflect an anemic economic outlook, predicting a GDP contraction of 0.3 
percent across the euro area in 2013, following a contraction of 0.6 percent in 2012. 

Countries outside the euro area also face tough policy tradeoffs. Confronted with recession, many 
governments face an uphill baltle to reduce budget deficits and maintain the social consensus necessary to 
advance fiscal reforms. Such fiscal tightening may leave advanced economies vulnerable to new financial 
shocks and to slower economic growth. Just as in the euro area, real GDP also contracted in Japan and the 
United Kingdom. In Japan, the central batik adopted a 2 percent inflation target in coordination with the 
Ministry of Finance, as advocated for by the newly-elected Prime Minister, ShinzO Abe, who pledged to 
enact stimulus to boost growth and end deflation. The yen depreciated by 8.7 percent against the dollar to 
¥/$ 86.7 during the second half of 2012, and depreciated by an additional 12.5 percent to ¥/S 97.6 in 2013 
through early April. The U.S. has a strong financial stability interest in Japan finally escaping from deflation 
and sectiring more robust growth. Japan's fiscal outlook remains challenging. Japan's fiscal deficit is likely to 
remain at 10 percent of GDP in 2013, the same as 2012, as the fading of reconstruction spending is roughly 
offset by the Abe Administration’s fiscal stimulus. Foreign developments require continuous monitoring of 
the U.S. financial sectors’ vulnerabilities, capita! and liquidity reserves and risk management practices. 

Outline 

The remainder of the report is organized in fiw sctUojis. Section 3 presents the recommendations of the 
Council. Section 4 reviews recent marrneennomir developments. Section 5 provides an update of financial 
developments, including asset valuations, wholesale funding, bank holding companies and depository 
institutions, nonbank financial companies, investment funds, and financial market infrastructures. Section 
6 reviews regulatory developments and summarizes Council activity since the 2012 annual report. Section 7 
discusses potential emerging threats, including threats from fire sale and run risk vulnerabilities, operational 
rivsks, reliance upon reference rates as a vulnerability, financial system vulnerability to sudden spikes in fixed 
income yields, foreign economic and financial developments, and risk-taking incentives of large, complex, 
interconnected financial institutions. 
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Annual Report Rtc ommendations 

The Dodd-Frank Act requires the Council to make annual recommendations to; (1) enhance the 
integrity, efficiency, competitiveness, and stability of U.S. financial markets; (a) promote market 
discipline; and (S) maintain investor confidence. In this section, we discuss the ongoing work of the 
Council, its members, and the priraie sector to address these important mandates and lay out concrete 
recommendations. 

3.1 Reforms to Address Structural Vulnerabilities 

3.1.1 Reforms of Wholesale Funding Markets 



Money Market Rimls 

The Council took concrete steps to support the implementation of structural reforms to mitigate the 
vulnerability of money market mutual funds (MMFs) to runs, a recommendation made by the Council 
in its 201 1 and 2012 annua! reports. In November 2012. the Council issued Proposed Recommendations 
Regarding Money Market Mutual Fund Reform, under Section 120 of the Dodd-Frank Act.' This action 
followed the decision by SEC Commissioners not to move forward with the MMF reforms as proposed by 
their staff in August 2012. 

The Council’s proposed recommendations included three alternatives for public consideration; 

• Alternative One; Flowing Net As-set Value. Require MMFs to haw a floating net asset value 
(NAV) per share by removing the special exemption that currently allows MMFs to utilize 
amortized cost valuation and/or penny rounding to maintain a stable $1.00 NAV. 

• Alternative Two: Stable NAV with NAV Buffer and Minimum Balance at Risk. Require MMFs 
to have a NAV buffer with a tailored amount ofassetsof up to I percent to absorb day-to-day 
flurtuatinns in the value of the funds’ portfolio .securities and allow the hinds to maintain a 
stable NAV. The NAV buffer would be paired with a requirement that 3 percent of a shareholder’s 
highest account value in excess of $100,001) during the previous 30 days — a minimum balance 

at risk (MBR) — be made available for redemption on a delayed basis. In the event that an 
MMF suffers losses that exceed its NAV buffer, the losses would be borne first by the MBRs of 
shareholders who have recently redeemed, providing protection for shareholders who remain in 
the fund. 

• Alternative Three: Stable NAV with NAV Buffer and Other Recommended Measures. Require 
MMFs to have a risk-based buffer of 3 percent of NAV to provide explicit loss-absorption 
capacity that could be combined with other measures to enhance the effectiveness of the buffer 
and potentially increase the resiliency of MMFs. The other measures include more stringent 
invesiment diversificaiion requirements, increa-sed minimum liquidity lewis, and more robust 
disclosure requirements. 

The public comment period on the Council's proposed recommendations closed on February 15, 2013, 
The Council received approximately 150 comment letters on its proposed recotninendations and is in 
the process of reviewing those comments. The SEC, by virtue of its institutional expertise and .statutory 
authority, is best positioned to implement reforms to address the risk that MMFs present to the economy. 
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If the SEC moves forward with meaningful structural reforms of MMFs before the Counci! completes its 
Section 120 process, the Council expects that it would not issue a final Section 120 recommendation to the 
SEC. The Council understands the SEC is currently in the process of considering further regulatory action. 
To inform this examination, SEC staff produced a report, requested by certain SEC Commissioners, on 
the causes of investor redemptions in prime MMFs during the 2008 fijiancia! crisis, on changes in certain 
characteristics of MMFs before and after the SEC’s 2010 modification.s to MMF regulation, and on the 
potential effect of further reform of MMFs on investor demand for MMFs and alternative investments, - 

The Council also recommends that the SEC consider the views expressed by commeniers on the Council's 
proposed recommendations and by the Council as the SEC considers any regulatory action to improve 
loss-absorption capacity and mitigate MMFs’ susceptibility to runs. The Council further recommends that 
its members examine the nature and impact of any structural reform of MMFs that the SEC implements to 
determine whether the same or similar reforms are warranted for other cash-management vehicles, including 
non-Rule 2a-7 MMFs. Such an examination would provide for consistency of regulation while aiso decreasing 
the possibility of the movement of assets to vehicles that are susceptible to large-scale runs or otherwise pose 
a threat to financial .stability. 

Tri-Party Hepo 

In its 2012 annual report, the Council highlighted the tri-party repo market’s vulnerabilities and noted a lack 
of progress in addressing them. The vulnerabilities are as follows: 

• Heavy reliance by market participants on intraday credit extensions from the clearing banks. 

• Weakness in the credit and liquidity risk management practices of many market participants. 

• Lack of a mechanism to ensure that iri-party repo investors do not conduct disorderly, uncoordinated 
sales of their collateral immediately following a broker-dealer’s default. 

Reliance on intraday credit \s beginning to decline. Two government securities clearing banks, JPMorgan 
Chase (JPM) and Bank of New York Mellon (BNYM), have made operational and technological changes 
that reduce the intraday credit they extend. As a result of these efforts, market participants have begun to 
adjust their behavior in ways that reduce market demand for intraday credit. Consequently, intraday credit 
has declined to approximately 80 percent of market volume, down from 100 percent as of the Council's 2012 
annual report. 

JPM and BNYM plan to implement further technology and operational changes through 2013 and 2014. 
These changes will improve the resiliency of tri-party settlement by making clearing bank intraday credit 
available only on a pre-committed basis, and by reducing the intraday credit supplied by the clearing banks to 
no more than 10 percent of volume by late 2014. 

Some .sign.s of improvement in broker-dealer liquidity risk management practices. With the active 
encouragement of relevant supervisors and regulators, broker-dealers have made progress in reducing 
their reliance on short-term secured funding. The proportion of overnight funding fell from 64 percent 
in December 2011 to 39 percent in December 2012 (non-government a.ssets shifted from 41 percent to 
33 percent). 

The risk of fire .sales in the event that a major broker-dealer face.s default remains a financial stability 
concern. Reforms made since the finaxicial crisis, such as higher capital and liquidity requirements, have 
reduced the risk of a dealer default. However, the Council recognizes that a major broker-dealer’s default 
could threaten financial stability as the broker-dealers’ creditors liquidate the collateral pledged against their 
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tri-party repo lending. The fire sales of this collaferal could destabilize financial markets and amplify the 
negative consequences of such a default. 

The Council acknowledges the work that has been done in the past year to reduce reliance on discretionary 
intraday credit extended hy the clearing banks. The Council emphasizes the importance of the commitment 
on the part of ail market participants toward achieving the longer-term goals in this area in accordance with 
the published timelines. However, the Council urges continued coordinated efforts by market participants 
and financial regulatory agencies with relevant authority to address the remaining risks associated with the 
tri-pariy repo market, notably by better preparing investors and other market participants to deal with the 
consequences of a dealer's or other large borrower’s distress or default. 

3,1,2 Housing Finance Reform 

Last year saw signs of improvement in the residential housing market. Home prices increased, delinquency 
rates declined, and home sales reached 3-year highs. Despite these improvements, the housing finance system 
remains highly reliant on federal government support, with nearly 90 percent of newly originated mortgages 
carrying some form of government backing in 2012. Given this, the development and implementation of 
a broad reform plan for the housing finance system that supports the central objectives of bringing more 
private capital back to the housing finance market is critical. The Council recommends that the Treasury. 
HUD, and FHFA continue to work with Congress and other stakeholders to develop and implement a broad 
plan to reform the housing finance system. With this work ongoing, member agencies have advanced reform 
by taking initial measures to expedite the wind-down of the government-sponsored enterprises (GSEs), 
encourage private capita! to take mortgage credit risk, improve borrower and investor protections, and help 
develop a new housing finance infrastructure. 

Rfiview of 2012 Ror-ommonfiatiohs and 2013 Goals 

In the 2012 annual report, the Council recommended that member agencies continue to work on the 
development of a long-term housing finance reform framework that supports the central role of private 
capital while improving borrower and investor protections. Progress has been made and is highlighted by the 
following key actions: 

• Modificatioit of the Treasury’s Preferred Stock Purchase Agreements (PSPAs) with the GSF.s to 
expedite the wind-down of the retained portfolios of Fannie Mae and Freddie Mac, 

• Development and implementation ofFMFA’s Strategic Plan for the operation of the GSE 
con.scrvatorships. 

• Publication by the CFPB of final regulations under the Real Estate Settlement Procedtires Act 
(Regulation X) and the Truth in Lending Act (Regttiation Z), which set forth standards for servicing 
mortgage loan accounts and additional protections for borrow'ers w'ho are delinquent. 

• Finalization of the CFPB’s ability-to-repay/qualified mortgage rule. 

Notwithstanding the above, further progress needs to be made in 2013. Outlined below are steps Council 
member agencies plan to lake in 2013 in order to help meet the Council’s housing linance goals, 

RGtlucirig the GSEs’ Footprint 

Under its Strategic Plan, the FHFA announced priorities for 2013 of contracting GSE operations by setting 
objective targets. In particular, each GSE will provide an opportunity for private capital to re-enter the 
market through risk-sharing transactions and through further reductions in its mortgage investment 
portfolios. These efforts, combined with higher guarantee fees, are expected to help facilitate increased 
participation by the private sector in the mortgage markets. The Council recommends that the FHFA 
continue these efforts in order to help bring more private capital back into mortgage finance. 
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Fadlrtating Increased Private Mortgage Market Actrvrty 

A significant arooum of work remains to foster Increased levels of private activity in the mongage finance 
market. To help fadlliate this, the Council recommends that the relevant agencies continue their work to 
resolve the risk-retention nile, including the qualified residential mortgage (QRM) definition, to further 
encourage private capital to re-enter the mortgage finance matiet. More broadly, the FHFA. Treasury. HUD. 
CFPB. and Congress must continue to address the weaknesses that became evident in the recent housing 
crisis by promoting the development of standards and best practices in the mortgage market. 

Building a New Housing Finance Infrastructure 

The FHFA announced in March 2013 that a business entity would be estaUished jointly by the GSEs to build 
a new secondary mongage market infrastructure, including the development of a common securitiaation 
platform designed to function as an independent market udlity. The Council recommends that the FHFA 
continue to explore changes to the country's housing finance infrasuiKture that would lead to a more 
efficient and sustainable mortgage market, tn addldon to the work on the common securidation platform, 
this should include model legal agreements, improvements to the mortgage transfer system, and an improve 
compensadon system for mortgage servicen. These processes should be coordinated with the measured 
wind-down of the GSEs and the Implementadon of a more sustainable structure for the govertunent s role in 
the housing finance system. 

3.13 Reforms Relating to Reference Rates 

The Coundi recommends internadonal cooperadon for the development of bigfa-lev'd princ^les for 
financial benchmark governance, controls, data sufficiency, and oversight. Current efforts indude the 
U.K. authorides' work on the London Interbank Offered Rate (LIBORl. the Internadonal Orgaolaadon of 
Securides Commissions' (lOSCOl work on pdndples for finandal benchmarks and transition to alternative 
benchmarks, and the Bank for Internadonal Settlements' (BIS) Economic Consultadve Committee's work on 
the need for a reliable and robust framewoii for producing reference rates. Relevant member agencies should 
also cooperate with the Financial Stability Board (FSB) in any related work it may undertake. 

The small number of transacdons in the unsecured, interbank lending market underpinning reference 
rates like UBOR and weak governance structures undermine market integrity and raise financial stability 
concerns, ^\'hile ongoing international efforts are necessary to remediate deficiencies in governance, they 
cannot address the insuffkiem number of transactions, pankulariy in longer tenors, in the unsecured, 
interbank lending market Investigations by regulators and law enforcement agencies across the globe 
concerning manipulations and false reporting of UBOR and similar rates have exposed the structural 
vulnerabilides of these benchmarks. The shift away from banb funding each other in an unsecured market 
has led to a scarcity or outright absence in longer tenors of real transactions underpinning these benchmark 
rates and has exacerbated vulnerabilides of these benchmarks. Yet currently, hundreds of trillions of dollars 
in derivadves, loans, and other financial Instruments reference these benchmarks. This situadon leaves the 
financial system with benchmarks that are prone to and provide significant Incendves for miscooduCL 

Given these vulnerabilides and the real risk that they will remain, in order to ensure market integrity and 
support financial stability, the Council recommends that U.S. regulators cooperate with foreign regulators, 
international bodies, and market participants to promptly Ideodfy alternadve interest rate benchmarks that 
are anchored in obsenable transactions and are supported by appropriate governance structures, and to 
develop a plan to accomplish a transidon to new benchmarks while such alternative benchmarks are being 
idendfied. The Council further recommends that steps be taken to promote a smooth and orderiy transition 
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lo aliernative benchmarks, with con.sideraiion given lo issues of stability and to mitigation of short-term 
market disruptions. 

3.2 Heightened Risk Management and Supervisory Attention 

3.2.1 Operational Risk 

Strong inlcrnai control systems and prorcssrs for financial inslilutions and market utililirs arc essential 
safeguards against busines.s disruptions and system failures that could adversely affect the flow of financial 
transactions among financial institutions, markets, consumers, and businesses. Failed operational processes 
were the root of many recent, high-profile problems within the financial sv'stcm. The Council has previously 
highlighted the importance of improved risk management and controls in the context of high-speed and 
automated trading activities. The SEC has responded to these concerns in securities markets with a proposed 
rule lo strengthen the automated systems of important market participants. The Council recommends 
continued engagement by regulators, market exchanges, and participants to explore durable solutions to the 
challenges of managing complex technology in trading environments and the vulnerabilities exposed by 
the operational malfunction.s in 2012. In addition, the Council recommends that regulators continue to 
monitor the adequacy of imernal control ai»d corporate governance processes of financial insiitiuions and 
market utilities. 


Cybersocority 

Since the summer of 2012, financial .services companies have experienced a scries of coordinated distributed 
denial-of-service (DDoS) attacks against their public-facing websites. Among other things, the Treasury and 
financial regulators have facilitated the sharing of information between the government and the financial 
services sector in response to these attacks. The Council has received repori-s on the nature of these 
attacks and the threat posed to the financial system. The Council recornmend.s that senior management at 
financial institutions remain engaged on these issue.s and commit to improve the flow of information both 
within individual firms and between firms, through appropriate channels, i he Council recommends that 
government agencies enhance information sharing between the public and private sectors and work with the 
private sector to assess the effects of cyberattacks on hu-siness continuity and recovery. Financial regulators 
should continue to review and update their examination policies and guidance for information security in 
light of the evolving threat environment. 


Superslorin Sandy underscored the interdependencies between our nation’s financial system and other key 
infrastructures. The Council recommends that regulators assess their policies and guidance in the area.s of 
contingency planning and testing, incident management around market closures, and positioning of key 
management and staff, and improvements to further mitigate dependencies on power, transportation, and 
communications infrastructures. Regulators should asses.s whether examinations are appropriately ensuring 
conformance with these requirements. 

3.2.2 Risk of Prolonged Period of Low Interest Rates 

Depository InstiiutiDns, Broker-Dealers, and Bank Holding Companies 

Sustained low levels of intere.si rates, combined with ample deposit and wholesale funding liquidity as well as 
low loan demand, may have led some firms to reach for yield without sufficient attention to the risk-return 
tradeoff. Supervisors and market participants should be particularly attuned to signs of heightened interest 
rate and credit risk at depository institutions, credit unions, broker-dealers, and hank holding companies 
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(BIICs). While duration extension and increased credit risk taking may boost near-term earnings, it could 
significantly increase losses in the e\’em of a sudden yield cur\’e steepening, a large rise in rates, or a 
significant widening of credit spreads. In addition, excessh-e risk posed by such strategies could he masked if 
an institution does not have appropriate risk management controls in place. The Council recommends that 
regulatory agencies and private sector risk managers continue their scrutiny of the ways in which poteniiai 
changes in interest rates could adversely affect the risk profiles of financial firms. This should be done with 
regular assessments of interest rate and credit risk management strategies, including thorough assessments of 
how institutions will perform in a stressed or rapidly changing market environment. Established supervisory 
guidance by the pnideniial banking and credit union regulators directs that financial institutions have 
interest rate and credit risk management and measurement systems commensurate with the level and 
complexity of their risk profiles. 

Insurance Companies 

Insurance companies are generally subject to interest rate risk, given their investments in fixed income assets; 
however, the life insurance sector is particularly sensitive to interest rate risk, as a result of its investment 
in longer-duration fixed income assets, which are typically held to maturity in order to match their long- 
tail liabilities. Particular insurance products arc more .sensitive to inlere.st rate risk, such as whole life, fixed 
annuities, and products with explicit guaranteed returns. 

State insurance regulators require life insurance companies in their states to perform annual asset adequacy 
testing to determine whether the assets backing liabilities provide sufficient cash flow lo meet fuUire 
contractual payments to policyholders and other expenses. As part of asset adequacy testing, life insurance 
companies are required to test the sensitivity of assets and liabilities to changes in interest rates and to 
adverse economic scenarios. . 

The Council recommends that FIO and state insurance regulators continue to be vigilant in monitoring 
the impact of the low interest rate environment (see Section 5.4.2) on in.surance companies and that state 
insurance regulators continue to ensure that the economic scenarios run by insurance companies 
are sufficiently robust and appropriately capture interest rate and other economic risks. 

Pension I'uncis 

The current interest rate environment presents challenges for pension funds. Both public and private 
defined benefit (DB) pension plans remain significantly underfunded relative to the present value of their 
liabilities due to inadequate contributions, losses incurred in 2007 and 2008, and, in the case of corporate 
plans, declines in liability discount rate.s. Low fmaucia! market returns have exacted a heavy loll on funding 
levels, while at the same time benefit costs have coniimied to rise. The Cotincil recommends that appropriate 
authorities continue their scrutiny of the ways in which low interest rates could adversely affect the risk 
profiles of pension funds and continue to address the funding status of pension binds. A recent notable 
SEC enforcement case again,st the State of Illinois’s pension funds underscored the importance of greater 
transparency and accuracy in disclosures about risks associated with funding levels of pension funds. 

3.2.3 Capital, Liquidity, Resolution 

Capita! and Liquidity 

Capital and liquidity buffers form the most fundamental protection for the broader financial system and 
the economy against unexpected risks or failures of risk management, at financial institutions. Considerable 
progress is being made on robust capital and liquidity planning at U.S. financial institutions. The Federal 
Reserve has conducted its Dodd-Frank Act-mandated supervisory stress tests and the 2013 Comprehensive 
Capita! Analysis and Review (CCAR) exercise to ensure that the largest U.S. BHCs have stifficient capital and 
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rigorous, forward-looking capital planning processes to allow these organizations to continue operations 
throughout periods of severe stress. The Council recommends that the Federal Reserve continue its efforts 
to promote forward-looking capital and liquidity planning. The Federal Reserve has proposed enhanced 
prudential standards, including capital and liquidity planning requirements, for the largest domestic BHCs, 
foreign banking organizations (FBOs) with a U.S. banking presence, and nonbank financial companies 
designated by the Council. In June 2012, the federal banking agencies invited public comment on 
proposed regulatory capital rules that, in part, would implement Basel III reforms that seek to improve the 
quantity, quality, and risk sensitivity of regulatory capital. The Council recommends that agencies continue 
coordinating their development of regulations to help ensure enhanced capital planning and robust capital 
For financial institutions. 

On liquidity planning, the Council recommends that supervisors and private sector risk managers closely 
monitor the risks inherent in short-term funding of longer-term assets. While some forms of maturity 
transformation are an integral part of the traditional banking model, such as using retail deposits to fund 
commercial loans, firms should diversify their funding base and place prudent limits on the volume of credit- 
sensitive, short-term liabilities in order to reduce funding vulnerabilities. In October 2012, the SEC proposed 
a rule that would require the largest broker-dealers to perform a liquidity stress test at least monthly and. 
based on the results of that test, maintain liquidity reserves to address potential funding needs during a stress 
event. Furthermore, in July 2012, the NCUA issued a proposed rule on the need for federally insured credit 
unions to have contingency funding plans that clearly set out strategics for addressing liquidity shortfalls in 
emergency situations. Other agencies have also issued additional guidance regarding these issues. The Basel 
III liquidity framework, which the federal banking agencies expect to implement domestically through the 
rulemaking process, supplements the Federal Reserve’s recently proposed enhanced prudential standards 
for liquidity with quantitative measures of an institution’s liquidity position under a short-term period of 
liquidity stress. 

Resolution Plans 

Resolution plans and the orderly liquidation authority, in conjunction with enhanced prudential standards, 
arc critical elements of Dodd-Frank Act reform. Kffeciive resolution planning for the largest finaticial 
insiitulions is an important tool to address the operational and legal complexity of these firms on an ongoing 
basis. All BHCs with total con.solidated asset.s of $50 billion or more and nonhank financial companies 
designated by the Council for supervision by the Federal Reserve are required to develop, maintain, and 
periodically submit resolution plans, also known as living wills, that would facilitate these entities’ resolution 
under the Bankruptcy Code. Additionally, the FDIC requires FDlC-insured depository institutions with assets 
of S50 billion or more to file plans for their orderly resolution tinder the Federal Deposit Insurance Act. 

The overarching goal of these resolution plans is to better prepare firms, supervisors, and resolution 
authorities for a potential firm resolution and to foster sound resolution-related contingency planning, If the 
Federal Reserve and the FDIC jointly determine that a resolution plan is not credible or would not facilitate 
orderly resolution under the Bankruptcy Code, then the company must resubmit the plan with revisions, 
including, if nece.ssary, proposed changes in business operations or corporate structure, if the company fails 
to resubmit a credible plan that would re.suic in orderly resolution under the Bankruptcy Code, the Federal 
Reserve and the FDIC may jointly impose more stringent capital, leverage, or liquidity requirements; 
growth, activities, or operations re.strictions; or, after two years and in consultation with the Council, 
divestiture requirements. 

In 2012, 11 financial instittitions, including those with nonbank assets greater than $250 billion, submitted 
their initial resolution plans. The Federal Reserve and FDIC are reviewing and analyzing those submissions. 
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In 2013, over 100 additional firms are expected to submit their initial resolution plans. Additionally, the 11 
financial firms that submitted initial plans in 2012 will be expected to refine and clarify their submissions in 
2013. The Council recommends that the Federal Reserve and FDIC implement their authority in a manner 
that fosters sound resolution planning and better prepares firms and authorities for a rapid and orderly 
resolution under the Bankruptcy Code. 

3,3 Progress on Financial Reform 

International coordination of financial rcgtilalion and marroprudcntial stjrvcillance is essential to mitigate 
threats to financial stability by containing regulatory arbitrage and by formulating policies to preempt 
emerging risks to financial siahilily. Directly, and through its members and member agencies, the Council 
has pursued international financial regulatory coordination to promote regulatory con.sistency and financial 
system stability, with the aim of supporting sustainable real economic growth. The Council, its members, 
and its member agencies will continue to strengthen coordination of financial regulation both domestically 
and internationally. 

In recent years, the Group of 20 (G-20), a forum of 19 countries plus the European Union (EU), has led 
international economic policy coordination. In 2009, in the midst of the global fiitancia! crisis, the G-20 
outlined major pillars of a new inicrnaiional financial regulatory system. This agenda has been advanced by 
the FSB, which has worked closely with international standard-setting bodie.s and national authorities. Three 
Council member agencies represent the United States at the FSB: the Treasury, the Federal Reserve, and the 
SEC. In developing and implementing the international financial regulatory reform agenda, the Cotincil 
supports the development of policies that promote a level playing field, mitigate regulatory arbitrage, and' 
address the treatment of regulatory gaps. 

Assuring that banks are adequately capitalized, U.S. regulators are continuing to make significant progress 
in implementing capita! and liquidity standaid.s for large, complex financial instituiion.s through the Dodd- 
Frank Act and the Basel III reforms. The Basel 11! accords, which are currently expected to be fully phased 
in by 2019, will set internationally agreed heightened capital and liquidity requirements, Basel III will also 
ensure far more consistency in the manner by which counirics define capital for the purposes of measuring 
risk-weighted assets. Tlie uniform application of ihc.se rules hy supervisors is as important as the development 
of consistent rules. In 2013, the Council is particularly interested in the Basel Committee on Banking 
Supervision’s (BCBS) study on the consistency of measurement of risk-w'eighting practices in banking 
and trading portfolios. The results of the study will help regulators to standardize the currently disparate 
risk-weighting practices acro.ssjurisdiction.s. The BCBS’s broader goal of simplifying and improving the 
comparability of regulatory capital requirements for banking firms .should remain a top priority. 

Strengtlioning the Hecjiilation of Large, Complex Financial Institirtfons 

The FSB, in consultation with international suindard setters, is in various stages of developing methodologies 
to identify financial institutions whose distress or disorderly failure, because of their size, complexity, and 
systemic interconnectedness, would cause significant disniption to the wider financial system and economic 
activity. The FSB, in consultation with IOSCO, plans to pre.sent a methodology to determine global 
sy.stemically important nonbank non-insurers by the end of 2013. The FSB has established a comprehensive 
policy framework for global systemically important banks (G-SIBs) that includes: (1) a new international 
standard for resolution regimes; (2) more intensive and effective supervi.sion; (.3) requirements for cross- 
border cooperation, recovery, and resolution planning; and (4) additional loss absorbency for those banks 
determined to be G-SIBs. The FSB, in consultation with the BCBS. designates global systemically important 
financial institutions (G-SlFIs) for heightened supervision, including capital surcharges. Accordingly, 
the ability of G-SIBs to absorb losses will be increased, helping to reduce the probability of failure 
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and internalizing the negative cross-border externalities not addressed by existing regulatory policies. 

The Council supports the G-SIB policy framework and encourages its consistent implementation 
across jurisdictions. 

The Dodd-Frank Act provides for the application of enhanced prudential standards to BfICs with $50 billion 
or more in total consolidated assets. In addition, the Council has authority to designate nonbank financial 
companies for Federal Reserve sxipcrvisioit and enhanced prudential. The Council currently i.s in the hnal 
stages of evaluating an initial set of nonbank Tiixaiieial companies for potential dcsignalion — an important 
priority for the Council in 2013. 

Developing a Framework for tiiB Supervision of large, Global Systemically important Insurers 

The FSB, in consultation with the International Association of Insurance Supervisors (lAIS), is continuing to 
create a new framework for the identification and effective supervision of large, global systemically important 
insurers. In addition, the lAIS is continuing to work on an integrated, multilateral, and multidisciplinary 
framework for the group-wide supervi.sion of internationally activ'e insurance groups flAIGs), called the 
Common Framework for the Supervision of Internationally Active Insurance Groups, which is expected to 
be adopted by 2018. The Council recommends that FIO, representing the United Stales, and state insurance 
regulators, through the National Association of Insurance Commissioners (NAIC), continue to play their 
respective roles in international insurance matters. 

Oevelnpintg an Intarnalionai Framewoi'k to Resolve Global Financial Institutions 

The international benchmark for resolution regimes is the FSB’s 2011 Key Atirihutes of Effective Resolution 
Regimes for Financial Institutions. The United Stales has been working diligently with international 
counterparts to ensure that cross-border recovery and resolution plans are developed for major global 
financial institutions, that international authorities develop criteria to improve the “resolvability" of G-SIFIs, 
and that institution-specific, cros.s-border resolution cooperation arrangeinems arc negotiated. The Council 
acknowledges that iniernationa] coordination is particularly important in this area, and the Council 
welcomes the joint policy paper released by the FDlCand the Bank of England (BOE) in December 2012. 

The Council also welcomes the establishment of a joint working group between the European Commission 
and the FDIC to discuss i.s8ues related to deposit insurance and the resolution of large banks and systemically 
important financial institutions (SIFIs). In addition, the Council look.s forward to the results of the FSB’s first 
peer review of existing resolution regimes led by the FDIC, evaluating FSB jurisdictions and their existing 
resolution regimes using the Key Attributes as a benchmark.’ The report of this review has recently been 
issued, and provides recommendations for future work by the FSB and its members in support of effective and 
credible resolution regimes for SIFIs, Effective cro.ss-bc>rder cooperation will be essential to implementing the 
FDIC’s orderly liquidation authority under Title 11 of the Dodd-Frank Act. 

Increasing ihe Transpareocy aiitl Reguialion of Over-the-counter fOTC) Oenvatives 

The United States, along with Japan, has led the way on implementation of the G-20 leaders’ commitment 
to centralized clearing and exchange trading of standardized derivatives contracts. The G-20 also called 
for the reporting of all derivative.s contracts to trade repositories, as well as the application of higher capital 
requirements for non-centrally cleared contracts. While no jurisdiction met the end of 2012 deadline, 
the CFTC has already begun implementing its OTC derivatives rules, including certain registration and 
reporting requirements and limited clearing requirements. In parallel with continued coordination between 
the CFTC and SEC on domestic implementation of derivatives rules, the United Stales continues to work with 
other jurisdictions to build the internationally cohesive regulatory framework necessary to effectively reform 
this cross-border market. The Council encourages continued development of these reforms, as they are 
essential to increase transparency and to mitigate risk that could arise from the OTC derivatives market. 
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ImPi'^oving the Oversight and Regulation of Nonbank Intermediaries 

There is a considerable amount of work in progress to address potential risks in the area of shadow banking, 
a term that is often used to refer to the system of financial intermediaries and activities that conduct mauirity, 
credit, and liquidity transformation without access to the Federal Reserve's and FDIC’s backstops. Given the 
role nonbank financial intermediation played in amplifying the financial crisis, the FSB is developing an 
integrated framework of recommendations to strengthen oversight and regulation of the shadow banking 
system. In the United States, significant steps have already been taken to mitigate these potential risks. These 
steps include reforms to improve the resilience of MMFs, the tri-party repo market, and securitization. The 
Cotmcil, through it.s authority to designate nonhank financial companies for supervision by the Federal 
Reserve and enhanced prudential standards, can expand the regulatory perimeter to certain activities and 
entities in the shadow banking system. 

Data Resources and Analytics 

The Council continues to recommend that improvement in data standard.s should be a high priority for 
financial firms as part of their risk management process and for the regulatory community — not just in the 
United States, but globally. The development and forthcoming implementation of the Legal Entity Identifier 
(LEI) is a valuable first step, one that will help to precisely identify the parties to particular financial 
transactions. It will also enable a more accurate and consistent understanding of legal entity hierarchies, 
which is essential for effective counterpany risk management. The Council recommends that the OFR 
continue to work with the Council’s member agencies to promote the use of, and establish where necessary, 
data standards for identification of legal entities, financial products, and transactions, and to improve the 
quality of and facilitate the access to standardized, aggregate data by the regulators. Finally, the Council 
recommends that cross-border exchange of supervisory data among supervisors, regulators, and financial 
stability authorities he facilitated in a manner that safeguards the confidentiality and privilege of such 
information. This will help provide comprehensive oversight of financial instimtions and markets with a 
global reach and improve coordination on financial stability. 

Since the 2007 to 2008 financial crisis, the United States has worked effectively through the G-20 and FSB 
Co develop and implement a new global financial regulatory architecture designed to enable a more stable, 
robust, and transparent linancial system. Considerable progress has already been made, but much more 
work remains to be done. The Council will continue to pursue a reform agenda, both domestically and 
internationally, to support these goals. 
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Macroeconomic EnvironmciU 


This section provides an overview of 
macroeconomic developments since the start of 
2012, by reviewing (1) U.S. economic activity; 

(2) nonfinanrial balance shod dtvrlopmenls; 

(3) government finance; and (4) the external 
economic environment. Furthermore, the 
macroeconomic and financial market impacts 
of the fiscal cliff and debt ceiling are disctissed. 

4.1 U.S. Economic Activity 

4.1.1 Real Gross Domestic Product 
Economic growth was moderate in 2012, with 
real GDP expanding 1.7 percent (Chart 4.1. J). 
Concern about the future pace of the economic 
recovery and the sustainability of fiscal policy 
likely restrained the demand of businesses 
and households. Tighter underwriting 
.standards in some sectors, especially in home 
mortgage tending, together with the overhang 
of foreclosed and underwater mortgages, 
weighed on the recovery of the housing 
sector and consumer spending. Reductions 

in government spending negatively affected 
domestic demand, and the fiscal and financial 
difficulties in Europe weighed on external 
demand. Economic activity was held down in 
the second half of the year by some temporary 
factors including a severe drought in much 
of the country and the di.srnpiions caused by 
Superstorm Sandy. 

Caii.3umpt.ion .and Rfisidential Ittveshnenf 

Real personal consumption expenditures 
(PCE) increased at a moderate pace of about 
2 percent in 2012 (Chart 4.1.2), supported 
partly by growth in household net worth and 
some improvement in labor market conditions 
and consumer sentiment. However, consumer 
.sentiment remains below pre-crisis norms, 
weighed down by concern about the economic 
environment and limited access to credit for 
many households. Growth in real disposable 
income was modest over most of the year. 


Chart 4.1.1 Change in Real Gross Domestic Product 


Percent As Of; 2012 CM Percent 



Sovfce: BEA, Haver Analytics Note: Artnual ehSTtges are Q4/Q4. 


Chart 4.1.2 Change in Real Personal Consumption Expenditures 

Percor^t As Of: 2012 04 Percent 



2006 2007 2000 2009 2010 2011 2012 

Source; BEA, Haver Anatyfics Note: Annual changes are Q4/Q4. 
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Chart 4.1.3 Private Housing Starts 

Millions of Units As Of: Feb-2013 MHions of Unite 
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Source: Census Bureau, Note: Season^ly adjusted at an annualized 
Haver Analytics rate. Gray bar signifies NBER recession. 



before jumping in the fourth quarter, when 
a large number of firms issued special or 
accelerated dividends and employee bonuses 
in anticipation of higher marginal tax rates on 
high-income households in 2013. 

Housing activity continued to show signs of 
gradual improvement last year, but remained 
weak relative to longer-run norms. Housing 
starts (Chart 4.1.3), sales of new and existing 
homes, and home prices all increased, spurred 
in part by historically low mortgage rates. 
However, tighter underwriting standards on 
mortgages, especially for individuals with lower 
credit scores (.see Section 4.2.3), low or negative 
levels of home equity among many household.s, 
and elevated unemployment continue to 
restrain the demand for housing. Moreover, the 
shadow inventory of homes held off the market 
due to vacancy or reduced homeowner's equity 
remained elevated, 


Business Fixed Investment 
Real business fixed investment (BFI) rose at a 
moderate pace in 2012, following rapid growth 
in 2010 and 2011, while BFI as a share of GDP 
remained below its pre-recession level. Business 
investment in equipment and software (E&S) 
decelerated in 2012 as the pent-up demand 
for investment projects deferred during the 
recession has diminished since the earlier stages 
of the recovery. E&S investment is likely further 
restrained by concerns about the pace of global 
economic growth. Meanwhile, investment in 
nonre.sidential structures remained subdued, 
as high vacancy rates, low commercial real 
estate prices, and tighter credit for builders 
continued to hamper growth. However, there 
were some gradual signs of improvement in 
the commercial real estate (CRE) sector (see 
Section 5.1.4). 
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Governmeji* Piifchases 

On net, real government expenditures at 
the federal, state, and local levels continued 
to contract in 2012. Real state and local 
government purchases fell at an annual rale 
of about 1.5 percent in the first half of the 
year and were about flat in the second half, 
held down by ongoing budgetary pressures, 
though those pressures appear to have lessened 
since earlier in the recovery as state and local 
tax revenues have increased. Real federal 
government purchases fell almost percent 
during the year, reflecting large declines in 
federal defense spending at the end of the 
year and the wind down of the fiscal stimulus 
provided during the recession. 

imports and Exports 

Real exports of goods and services rose very 
modestly last year, held down by a fall off in 
demand from the euro area. Imports of goods 
and services were about flat, consistent vs’ith the 
pace of final aggregate demand and the rise 
in the dollar. Altogether, net exports made a 
very small but positive contribution to real GDP 
growth last year. 

4.1.2 The Labor Market 
The labor market improved slowly in 2012, but 
remains weak. Nonfarm payroll employment 
increased at an average monthly rate of about 

159.000 jobs in the 12 months ending March 
2013 (Chart 4.1.4). The private sector added 
166,()0()jobs per month, while government 
payrolls dropped at an average race of about 

6.000 per month. 

These job gains helped reduce the 
unemployment rate from 8,5 percent at the 
end of 2011 to 7.6 percent in March 2013 
(Chart 4.1.5). However, the unemployment 
rate continues to be much higher than it was 
before the crisis, and long-term unemployment 
remains elevated. In March 2013, about 40 
percent of unemployed workers had been 
out of work for more than six months (Chart 
4.1.6). Meanwhile, labor force participation 
edged down 0.5 percentage point in the 12 
months ending March 2013, and has fallen 3.1 


Chart 4.1.4 Net Change in Nonlarm Payroi! Employment 



Source: BLS. Haver Analytics Note: Gray bar signifies NBER recession. 


Chart 4.1.5 Civilian Unemployment Rate 

Percent As Of: Maf-2013 Percent 



Source: BLS. Haver Analytics Note: Gray bars signify NBER recessions. 


Chart 4.1.6 Long-Term Unemployment 


Percent As Of: Mar-2013 Percent 
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Chart 4.1.7 Labor Force Participation Rate 

Percent As Of: Mar-2013 Pwcent 



Source: BLS, Haver Analytics Note: Gray bars signify NBER recessions. 


Chart 4.2.1 Financial Ratios for Nonfinancial Corporations 

Percent As Of: 2012 04 Percent 



2000 2003 2006 2009 2012 

Source; Flow of Funds, 

Haver Analytics Note: Gray bars signify NBER recessions. 


Chart 4.2.2 Bank Business Lending Standards and Demand 

Percent As Of: Jan-2013 Percent 



percentage points since the beginning 
of 2007 (Chart 4.1.7), in part due to ongoing 
demographic change as the baby boomers 
retire. Wage growth for those employed 
remains subdued. 

The high rate of unemployment in the current 
economic expansion has raised concerns that 
the level of structural unemployment has risen 
over the past few years in the United States. 
However, recent research suggests that the rise 
in structural unemployment is modest.^ 

4.2 Nonfinancial Balance Sheets 

4.2.1 Nonfinancial Corporate Sector 

Corporate balance sheets remained strong 
in 2012. The ratio of liquid assets to total 
assets of the sector was near its highest level 
in more than 20 years, and debt has declined 
significantly relative to total assets over the 
past few years (Chart 4.2.1). Cash flows were 
solid, helping to support further increases in 
the equity market valuations of nonfinancial 
corporations and allowing them to boost capital 
through retained earnings (see Section 5.1.3 
for equity market valuatioiifs). 

Robust credit quality and corporate profits, 
as well as the low level of interest rales and 
declining spreads on corporate debt, supported 
substantial gross borrowing in corporate 
bond markets by nonfinancial firms (see 
Section 5.1.1). Total outstanding loans to the 
nonfinancial corporate sector, which includes 
loans from bank and nonbank .source.s, 
increased modestly in 2012. Commercial 
and industrial (C3cl) loans funded by banks 
continued to rise, and over the course of 2012, 
respondents to the Federal Re.serve's Senior 
Loan Officer Opinion Survey on Bank Lending 
Practices (SLOOS) reported less stringent 
underwriting standards and increased demand 
for C&i loans to large and medium-sized firms 
(Chart 4.2.2). 
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Available indicators of corporate credit quaiily 
point to further improvement. The default rate 
on nonfinancial corporate bonds fiticttiaied in 
2012 at low levels by historical standards (Chart 
4.2.3), and delinquency rates on C&l loans 
declined further last year (Chan 4.2.4), As will 
be discussed in Section 7.4, other indicators, 
such as the prevalence of more relaxed 
underwriting and covenants in recent leveraged 
lending originations, suggest that investors and 
lenders have begun to take on more risk. 

4,2.2 Noncorporate Business Sector 

Compared to conditions in the nonfinancial 
corporate sector, conditions in the nonfinancial 
noncorporate business sector have improved 
at a much slower pace. This sector, composed 
primarily of small businesses, accounts for 
slighily less than onc-ihird of tola! nonfinancial 
business debt outstanding. However, since small 
businesses generally have acce.ss to a narrower 
range of financing options than corporations, 
the majority of small business debt is composed 
of bank loans, usually lied to the personal credit 
score of the owners or secured by real estate. 
Therefore, developments in the noncorporate 
business sector are especially important for the 
health of many banks’ balance sheets, especially 
at smaller banks. 

Real estate represents the majority of assets 
owned by noncorporate businesses (Chart 
4.2.5), and since the beginning of the financial 
crisis, lower real estate collateral values and 
stress in the banking sector have constrained 
credit availability to the sector, However, 
there are signs that credit condiiion.s for 
small businesses are gradually improving. 

Net borrowing by nonfinancial noncorporate 
businesses, which had dropped dramatically 
through 2010, was slightly positive in 2012 
(Chan 4.2.()). Small loans to businesses on 
bank balance sheets grew modestly in 2012, 
but much of this growth, concentrated at the 
end of the year, may have been transitory in 
nature due to an increase in bonuses and 
other special distributions before higher tax 
rates took effect for some households in 2013. 
Respondents to the SLOOS noted some easing 


Chart 4.2.3 Nonfinanctal Corporate Bond Default Rate 

Percent AsCX:2012Q4 Percent 



Source: Moodyte Note: Default rates are annua! rates calculated on a 
Investors Service quarterly basis. Gray bars signify NBER recessions. 


Chart 4.2.4 Noncurrent Commercial and industrial Loans 

Percent As Of: 2012 Q4 Percent 



Note: Percent of total C&l loans. 

Source: FDIC, Haver Analytics Gray bars signify NBER recessions. 


Chart 4.2.5 Noncorporate Assets 


Share of Total Assets As Of: 2012 Q4 • Share of Total Assets 



1990 1994 1998 2002 2006 2010 

Source: Flow of Funds. Haver Analytics 
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Chart 4.2.6 Net Borrowing by Nonfinancial Noncorporate 
Businesses 



2000 2002 2004 2006 2008 2010 2012 

Source: Flow of Funds, Note; Seasonsdly adjusted at an annual rate. 
Haver Analytics Gray bars signify NBER recessions. 


Chart 4.2.7 Bank Business Lending Standards and Demand 



2000 2002 2004 2006 2008 2010 2012 


Source: SLOOS, Gray bars signily NBER recessions. Data includas 

Haver Analytics firms with annual sales o( less than $50 million. 
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Chart 4.2.8 
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16 


Small Businesses’ Difficulty Obtaining Credit 

As Of: 2012 04 Percent 
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on loan standard.s and spreads, and stronger 
demand for C&l loans last year (Chart 4.2.7). 
The fraction of firms surveyed by the National 
Federation of Independent Businesses (NFIB) 
which reported that credit had become more 
difficult to obtain also trended down in recent 
years, despite an uptick at the end of 2012 
(Chart 4.2.8), and less than 5 percent 
of rc.spondenls reported that financing was 
their top problem. That said, the fraction 
of firms that reported difficulty in obtaining 
credit remained elevated relative to the 
pre-crisis period. 

4.2.3 Household Sector 

Household debt increased sharply in the years 
leading up to the financial crisis, reaching a 
high of 130 percent of disposable personal 
income in the third quarter of 2007. Since 
then, households have been deleveraging. By 
the end of last year, the ratio of household debt 
to disposable income declined to its 2003 level 
(Chart 4.2.9), largely due to lower mortgage 
debt outstanding. 

Continuing reductions in home mortgages, 
which account for about three-fourths of 
outstanding household debt, more than 
offset an increase in consumer credit last year 
(Chart 4.2.10). The reduction in outstanding 
mortgage debt reflects a low volume of 
mortgage originations for new home purchases, 
household efforts to pay down their existing 
debt, and the effects of foreclosures and short 
sales. Despite a pick-up in housing activity 
and low mortgage rates, the volume of new 
mortgage originations remained subdued, 
largely due to tighter underwriting standards, 
including lower loan-to-value ratios, as will 
be discussed in Section 5.1.4. In particular, 
reduced origination capacity and continued 
uncertainty over mortgage pui-backs to lenders 
contributed to reduced access to mortgage 
credit. More conservative underwriting 
standards and depressed home values 
have also resulted in a low volume of 
cash-out refinancings. 
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Household deleveraging, low interesi rates, 
and modest increases in employment and 
income reduced the household debt service 
ratio (the ratio of debt service payments to 
disposable personal income) to a historic low 
(Chart 4.2.11). Reduced debt burdens allowed 
households to slowly but steadily become 
more current on their debts. Since 2009, the 
percentage of delinquent household debts has 
decreased from 11.9 percent to 8.6 percent, but 
remains significantly above pre-crisis levels; 
however, the share of seriously delinquent 
debts remains stubbornly high (Chart 4.2.12). 
While aggregate measures of the debt burden 
improved, many households continue to 
struggle to meet their financial obligations and 
many are still underwater on their mortgages. 

Looking at the entire balance sheet of the 
sector, aggregate household net worth (the 
difference between assets and debts) rose 
about $5,5 trillion in 2012, to an estimated 
$66.1 trillion (Chart 4.2.13), and the ratio of 
household net worth to dispo-sable personal 
income increased over the year. Price increases 
of corporate equities, and to a lesser extent 
of homes, accounted for most of the increase 
in net worth, Active saving, and the declines 
in outstanding debt discussed above, also 
contributed in smaller pan, Due to reductions 
in mortgage debt and increa.ses in home price.s, 
the .share of owners’ equity in housing started 
to move up last year, although it still remain.s 
very low: roughly 13 percentage poinr.s below its 
1990 to 2005 average (Chart 4.2.14), However, 
renters and lower-income households with 
smaller exposures to the stock market have not 
benefitted much from the recovery in equity 
and home price.s over the pa.st few years. 

Unlike mortgage debt, non-mortgage consumer 
credit, which accounts for slightly more than 
20 percent of total household debt, has been 
growing over the past two years. During 2012, 
non-mortgage consumer credit outstanding 
increased nearly 6 percent to $2,8 trillion. 
Non-revolving credit, which con.sisis primarily 
of auto loans and student loan.s and is over two- 
thirds of total consumer credit, accounted for 


Chart 4.2.9 Household Debt as a Percent of Disposable 
Personal income 


Percent As Of: 2012 Q4 Percent 



Source; BEA, Ftow of Funds. Note; Other Household Debt includes 
Haver Analyses debts of both households and nonproRts. 


Chart 4.2.10 Private Nonfinancial Debt 


Percent of NominjJ COP As Of: 2012 Q4 Percent of Nominal GDP 



Source: BEA. Flow of Fur>ds. Note: Other Household Debt includes 
Haver Analytics debts of both households and nonprofits. 


Chart 4.2.11 Household Debt Service Ratio 


Percent As Of: 2012 Q4 Percent 



Note; Ratio of debt service payments to disposable 
Source; Federal Reserve, personal income. Soasonally adjusted. Gray bars 
Haver Analytics signify NBER recessions. 
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Chart 4.2.12 Share of Household Debt by Delinquency Status 



Source; FRBNY Consumer Credit 
Panel, Equifax, Haver Analytics 


Chart 4.2.13 Household and Nonprofit Balance Sheets 



Chart 4.2.14 Share of Owners’ Equity in Household Real Estate 
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most of this increase. Federal student loans are 
the dominant source of student loans, which 
continue to expand at a rapid pace (Chart 
4.2.15). Federal student loans are administered 
based on statutory eligibility criteria, and 
origination decisions are generally not based 
on a borrower’s credit characteristics. Interest 
rates on new federal student loan issuance are 
nirrenfly fixed in siatuie and generally range 
from 3,4 percent to 7.9 percent, depending on 
the federal loan program for which the student 
or their parents are eligible. Federal student 
loans currently comprise over 90 percent of 
annual issuance and approximately 85 percent 
of the outstanding portfolio c>f student loans. 

Growth in auto loans also picked up la.st year, 
reflecting widespread availability of credit and 
rising consumer demand for motor vehicles, 
About $90 billion of auto loan asset-backed 
securities (ABS) were issued in 2012 — the 
most since 2006, Subprime auto loan ABS 
issuance reemerged, although reportedly 
with stronger credit support than in most 
pre-crisis structures. 

Indicators of changes in the demand for 
credit were mixed last year. Respondents to 
the SLOOS reported stronger demand for 
credit by consumers, on net, especially for auto 
loans. However, credit applications decreased 
slightly over the past year and remained largely 
subdued relative to the pre-crisis period 
(Chart 4.2.16). 

Delinquency rates for most types of consumer 
credit continued to decline from the high rates 
experienced during the crisis. In particular, 
the increases in delinquency rates on credit 
card and auto loans during the crisis were 
largely driven by a sharp rise in the delinquency 
rate of subprime borrowers, which remains 
significantly above historical levels. Lower 
delinquency rates for revolving credit and 
auto loans in 2012 likely reflected, in part, 
the composition shift toward higher-quality 
borrowers. The delinquency rates on these 
loans to super prime and prime consumers were 
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more stable through the crisis and are currently 
near their historical averages. 

While households are becoming more current 
on most types of debt, the propensity for 
student loans to become delinquent increased 
in 2012, with 11.7 percent of student loans more 
than 90 days delinquent at the end of the year 
(Chart 4.2.17). Large and growing student debt 
burdens and a poor job market have pushed 
many borrowers into delinquency, especially 
among younger borrowers. About half of all 
loans to borrowers under 30 years old are in 
periods of payment deferral or forbearance 
and cannot become delinquent, but 35 percent 
of borrowers under 30 who are required to 
make principal-reducing payments are more 
than 90 days delinquent on their student loans. 
However, risk to lenders is mitigated hy the 
fact that both federal and private student loans 
are difficult to discharge in bankruptcy, and 
that the federal government has extraordinary 
collection authorities. Federal student loans 
also have a number of flexible payment terms 
that act as loan modifications for distressed 
borrowers. High student debt burdens may 
impact demand for housing, as young 
borrowers may be less able to access mortgage 
credit. Student debt levels may also lead to 
dampened consumption. 


Chart 4.2.15 Components of Consumer Credit 

B«ionscrfUSS As Of; 2012 04 Billions of USS 



Chart 4.2.16 Applications for Credit 



Chart 4.2.17 90->- Day Delinquency Rate by Loan Type 

Percent As Of; 2012 Q4 Percent 
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Chart 4.3.1 Federal Unified Budget Surptus/Defidt 


PercentofGDP As Of: Feb-2013 PercenlofGDP 



2000 2004 2006 2012 2016 2020 

Source: CBO. Note; Negative values dertole a deficjt. Data for 

Haver Analytics fiscal years. Years after 2012 are projected. 


Chart 4.3.2 Federal Debt Held by ttie Public as a Percent of GDP 
PercentofGDP As Of: Feb-2013 PercenlofGDP 



1940 1950 1960 1970 1960 1990 2000 2010 2020 
Note: Data for fiscal years. 

Source: CBO, Haver Analytics Years after 2012 are projected. 
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4.3 Government Finance 

4.3.1 Federal Government 

The deficit in the federal unified budget 
widened significantly during the recession 
and has since gradually narrowed. In the 2012 
fiscal year, the deficit was 7 percent of nominal 
GDP — 1.7 percentage points lower than in 2011 
but substantially above the average value of 1.3 
percent of GDP during the pre-crisis fiscal years 
of 2000 to 2007 (Chart 4.3.1). This appreciable 
increase in the deficit mostly reflects the usual 
cyclical response of revenues and spending to a 
weak economy, as well as the fiscal actions taken 
to ease the effects of the recession and aid 
the recovery. 

The budget outlook over the medium term is 
subject to con,siderable uncertainty with respect 
to both the performance of the economy 
and the path of future fiscal policy. In the 
Congressional Btidget Office’s (CBO) February 
2013 baseline projection, which assumes 
current laws generally remain unchanged, the 
deficit shrinks appreciably over the next several 
years. The deficit is then forecasted to drift up 
through the end of the projection in 2023, as 
federal health care and entitlement spending 
increase, along with the number of retirees, 
Consistent with this projection for the deficit, 
federal debt held by the public is expected to 
move in a fairly narrow range, hovering around 
75 percent of GDP through 2023 (Chart 4.3.2). 

Rating agencies’ assessments of Treasury 
debt are unchanged since late 2011. Moody’s 
and Fitch give U.vS. sovereign debt their top 
ratings, while Standard & Poor’s (S&P) i.ssued 
a one-notch downgrade in iTiid-20il, All three 
ratings agencies have negative outlooks on U.S, 
sovereign debt, Demand for Treasury securities 
appears well maintained, as market participants 
continue to purchase U.S. debt for its relative 
safety and liquidity. Bid-to-cover ratios at 
auctions of Treasury securities remain at the 
top end of historical ranges, and indicators of 
foreign participation have remained on trend 
with recent years. 
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Despite the sizable increase in pubiic debt 
outstanding, net interest costs have only 
amounted to about 1,5 percent of GDP in recent 
years, in line with their average over the past 
decade, but considerably lower than during 
the 1990s. when net interest costs were about 3 
percent of GDP {Chart 4.3.3). Historically low 
interest rates have allowed net interest costs to 
decline relative to GDP even as outstanding 
federal debt grew rapidly. The average maturity 
of public debt outstanding has risen sharply 
since lace 2008 and is close to its 30-year 
average, although the Federal Reserve has 
taken on an increasing amount of longer-term 
debt since the initiation of its Treasury 
Large-Scale Asset Purchase programs 
(LSAPs) in March 2009. 


Chart 4.3.3 Interest Outlays and Average Maturity 
of U.S. Pubiic Debt 



Source: BEA, 0MB, 

Haver Analytics Note: Gray bars signify NBER recessions. 


The economic and financial market impacts 
of the fiscal cliff anrl debt ceiling are di.scnssed 
in Box A. 
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BOX As i|U»OECONOMIC ANO FINANCIAL MARKET IMPACTS Of! THE ASCAL 
\ CLIFF AND DEBT CEILING 


Last year, a series of automatic tax increases and 
spending cuts—referred to as the fiscal cWf— were set 
to take effect at the start of 2013; it is likely that the 
magnitude of this fiscal retrenchment would have been 
sufficient to send the economy into recession. Specific^dly, 
income tax rate reductions enacted in 2001 and 2003, 
the payroll tax cut authorized in late 2010. extended 
unemployment benefits, and a number of other tax 
prowsions were ai! scheduled to expire on December 31, 

2012. In addition, the Budget Control Act of 2011 put in 
place $85 billion in across-the-board spending cuts to the 
federal budget for fiscal year 2013, effective January 2, 

2013, Taken together, the CBO estimated that the fiscal 
tightening resulting from these policies was close to $500 
billion in fiscal year 2013, or roughly 3.25 percent of GDP. 
Complicating matters, the statutory debt c®ling was 
reached on December 31. 2012, afthough extraordinary 
measures authorized by law were avalabie to postpone 
the date that the United States would otherwise default 
on its obligations by about two months.® 

Last-minute legislation mitigated the full impact of the 
fiscal cliff: the passage of the American Taxpayer Relief 
Act of 2012 (ATRA) on January 1, 2013. extended existing 
tax rates for the majority of taxpayers while raising rates 
on the highest earners. ATRA also delayed the federal 
budget cuts until March 1. Separately in February, 
legislation suspended the federal debt ceiling through 
May 18, Because the public and financial markets largely 
anticipated the emergence of similar policy solutions, the 
observable effects of these fiscal developments on the 
economy and financial markets have so far been minimal; 
however uncertainty about the resolution of budget cuts 
and the debt ceiling remains. 

The observable economic impact of the fiscal cliff 
negotiations was limited. The average pace of growth 
of real, seasonally adjusted personal consumption 
expenditures in the second half of the year was roughly 
unchanged from the first half, suggesting households did 
not significantly adjust their spending habits in advance 
of the fiscal ciiff. Business investment in E&S was also 
roughly unchanged over 2012. However, increased tax 
rates on higher-income households may have accelerated 


some economic decisions. For example, corporate 
dividend payments increased 20 percent in the fourth 
quarter, likely in an effort to bring forward tax liabilities 
before higher rates became effective in 2013. 

The consequences of failing to increase the debt ceiling 
were generally seen by financial markets as more 
immediately serious than the effects of the fiscal cliff, 
largely because the effects of the fiscal cliff would accrue 
over time whereas the inability of the Treasury to borrow 
after extraordinary measures were exhausted would be 
felt in markets immediately. Moreover, a failure to increase 
the debt ceiling would have called into question the U.S, 
government’s ability to honor its existing obligations. 

Market reaction to the political uncertainty surrounding 
the debt ceiling was mors sanguine in 2012 than during 
the previous episode in the spring and summer of 2011. 

At that time, an S&P downgrade of the U.S. sovereign 
credit rating in the context of the escalating European 
debt crisis caused substantial market impacts: risk assets 
sold off dramatically, while Treasury securities rallied in a 
flight-to-quality trade (Chart A.1), By contrast, in the more 
recent episode in 2012, the movements in Treasury yields 
and credit spreads were not nearly as dramatic, in part 
because the debt ceiling was suspended well before the 
Treasury had exhausted its extraordinary measures. 


Chart A.1 lO-Year Treasury Yield and Corporate 
Bond Spreads 

easis Paints As Of: 25-Mar-2013 Percent 



Source; U.S. Dspartmenl Note; DsW ceiling increasea on 2-Aug-2011 

of Treasury, Barclays ana temporarily suspenaea on 4-Fe0-2013. 
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Nevertheless, asset prices reflected a small probabity 
that Congress might not raise the debt ceiling before 
the Treasury's extraordinary measures were exhausted. 
Prices on Treasury bills perceived to be at risk for 
extension or missed payments declined relative to other 
Treasury bills. Some market participants avoided these 
specific securities in the weeks leading up to the debt 
ceiling deal in the House— a similar dynamic took place in 
July 2011, These movements gave clear indications that 
segments of the market were concerned about the debt 
ceiling, although the price action was relatively muted. 

The approach of the fiscal cliff also had a transient effect 
on financial markets. During the last week in December, 
the implied volatility on S&P 500 futures contracts (the 
VIX) spiked to a level not reached since the first half 
of the year, and the prices of safe haven assets rose, 
including longer-dated Treasury securities and agency 
mortgage-backed securities (MBS) (Chart A. 2), Over 
three trading days surrounding passage of the ATRA 
on January 1, 2013, the S&P 500 rose 4 percent and 
the yield on 10-year Treasury securities jumped 21 
basis points, as the threat of widespread tax increases 
was averted. 


Chart A.2 10-Year Treasury Yield and Market Volatility 



Source: U.S. Department ofTreaaury, Capita! !Q 
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Chart 4.3.4 State and Local Government Tax Revenues 



Note: Gray bars si^ify NBER recessions. 

Source: Census Bureau Rever>ue shoem represents the tra8ir>g 4 quaners. 


Chart 4.3.5 Long-Term Mutual Fund Flows: Municipal Bonds 


Billions of US$ As Of: Feb-20t3 Billions of USS 



2007 2008 2009 2010 2011 2012 2013 


Source: ICI, Haver Analytics 


Chart 4.3.6 Federal Grants-in-Aid to State 
and Local Governments 

Billions of US$ As Of: 2012 Q4 Billions of USS 



2000 2002 2004 2006 2006 2010 2012 

Source: BEA. 

Haver Analytics Note: Gray bars signify NBER recessions. 
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4.3.2 State and Local Governments 

The fiscal position of stale and local 
governments continues to improve, although 
many budgets are stiii strained. State and 
local governments are replenishing their cash 
reserves, and aggregate nominal tax revenues 
continued to grow modestly after declining 
ill the aflerinalh of the fmancial crisis (Chart 

4.3.4) . Net credit (lows to state and local 
governments were also mostly positive in 2012. 
Long-term municipal bond funds experienced 
inflow's 49 weeks out of the year in 2012 (Chart 

4.3.5) , and long-term bond issuance was up 

31 percent to S376 billion in 2012 — the highest 
level since 2010, when the Build America Bond 
program expiration led to a wave of 
new issuance. 

However, the resources available to state and 
local governments to finance their .spending 
remain constrained, An uneven level of 
unemployment, disparate properly tax revenue, 
and ongoing spending pressure from Medicaid 
and pension liabilities continue to challenge the 
outlook at the state and local level, Additionally, 
the federal stimulus grants provided under the 
American Recovery and Reinvestment Act of 
2009 have largely wound down, leading to a 
substantial decline in nominal federal transfers 
to state and local governments (Chart 4.3.6). 
State.s have also reduced capital expenditures, 
which have fallen to their lowest levels since 
the late 1990s. The reduction in real capital 
expenditures can be seen in declining public 
construction spending, the vast majority 
of which is undertaken by state and local 
governments (Chart 4.3.7). 

Ongoing fiscal challenges have also led to 
a rising number of municipal defaults and 
ChaptcrO bankruptcy filings in 2012. However, 
the number of Chapter 9 filings remains very 
low and recent bankruptcies have been caused 
by a variety of challenges, such as regions hit 
hard by the financial crisis, poorly planned 
financing of public works projects, one-tiinc 
legal judgments, or obligations related to 
large unfunded pension liabilities. While total 
municipal bond issuance was robust in 2012. 
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net new municipal bond issuance remains well 
below historical averages (Chart 4.3.8). Net 
new issuance is depressed due to decreased 
i.ssuer appetite for debt following the financial 
crisis and expectations that interest rates will 
remain low for the foreseeable future, allowing 
issuers to delay financing. .Municipal interest 
rates also reached historic lows in 2012, which 
bolstered incentives to refinance. This is seen 
in the cost of municipal bonds — as measured 
by the yield ratio to similar maturity Treasury 
securities — which has been falling across the 
credit spectrum since the summer of 2012 
(Chart 4.3.9). 

Finally, state and local governments will need to 
continue addressing the underfunded status of 
their pension plans. A decade of tow finattcial 
market returns and low economic growth 
since 2008 has exacted a heavy toll on funding 
levels, while at the same time benefit costs 
have continued to rise, Greater transparency 
in this area is also needed, as exemplified by 
the SEC’s recent enforcement case against the 
State of Illinois. A similar challenge applies 
to other post-employment benefits, as many 
municipalities have not yet set aside funding for 
their ongoing obligations to provide health care 
to retired slate and local municipal employees. 


Chart 4.3.7 Total Public Construction Spending 

BilfionsofUSS As Of: Feb-2013 Billions of US$ 



Source; Census Bureau. 

Haver Analytics Note: Gray bar signifies NBER recession. 


Chart 4.3.8 Municipal Bond Issuance 



Source: Thomson Note: Excludes maturities of 13 months 

Reuters, SIFMA or less and private placements. 


Chart 4.3.9 Municipal Tax-Exempt Bond Yield Ratios 

Percent As Of: 2S-Mar-2013 Percent 
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Chart 4.4.1 Reai GDP Growth 


4.4 External Environment 



2000 2002 2004 2006 2008 2010 2012 2014 

Note: IMF eslim^es we used wtien actual 
data is unavailaMe. irear-ovef-year percent 
Source: IMF. Haver Analytics citange. Data after 2012 is prr^ected. 


Chart 4.4.2 Advanced Economies Real GDP Growth 


Percent As Of: Jan-2013 Percent 



Note: Year-over-year percent change. 
Source: IMF, Haver Analytics Data after 2012 Is projected. 


4.4.1 Advanced Foreign Economies 
In the aggregate, GDP growth in the advanced 
economies slowed in 2012 (Chart 4.4.1). The 
euro area fell back into recession, and growth 
was subdued in other advanced economies. 
Among the major foreign advanced economies 
(the euro area, Japan, the United Kingdom, 
Canada), real GDP is estimated to have 
contracted 0.3 percent from the fourth quarter 
of 2011 to the fourth quarter of 2012 on a 
GDP-weighted basis. Severe financial stress 
in the euro area over the summer restrained 
husiness and consumer spending in the core 
and periphery, and weighed on global growth 
more broadly, In Japan, exports and industrial 
production slumped in the third quarter 
of 2012, producing a sizeable contraction 
in output. 

Foreign economic activity appears to have 
stabilized in early 2013, reflecting an easing 
of financial stresses in the euro area, signs of 
stable trade flows among major economies, 
and ongoing accommodative monetary policies 
(sec Box B: Global Monetary Policy Actions), 
The International Monetary Fund (IMF) 
projects major foreign advanced economies 
to expand a modest 1.2 percent from the 
fourth quarter of 2012 to the fourth quarter 
of 2013 on a real basis. Growth in the foreign 
advanced economies is expected to remain 
sluggish over the medium term, reflecting fiscal 
consolidation and deleveraging in the wake of 
the global financial crisis (Chart 4.4.2). 


European authorities at the country and 
regional level responded to the crisis in 2012 
through ongoing policy reform; actions to 
provide financial support to countries under 
stress pursuing reform and adjustment policies; 
establishment of the Single Supervisory 
Mechanism (SSM); and from the European 
Central Bank (ECU), the creation of a 
program to reduce financial fragmentation by 
purchasing sovereign debt. Cumulatively, these 
policy actions have served to reduce concerns 
about a systemic event in the euro area and 
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have substantially eased severe market pressures 
since mid-2012. Sentiment particularly turned 
in August, after the ECB announced its 
willingness to purchase sovereign debt (subject 
to a formal request and policy conditionality), 
through the Outright Monetary Transactions 
(OMT) program. Although the OMT has 
not been utilized, periphery sovereign debt 
spreads have narrowed sharply, equity markets 
have rebounded, and bank debt markets have 
partially reopened (see Section 5.1.2 for a 
discussion of sovereign markets). Improved 
confidence and the return of some private 
capital is expected to gradually ease the deep 
recession in the periphery over the course of 
this year, along with a modest easing in the 
pate of fiscal tightening and strengthened 
external demand, though downside risks to the 
economic forecast remain (Chart 4.4.3). 

At the same time, countries across the euro 
area periphery continued to implement fiscal 
consolidation to shrink their fiscal deficits and 
reduce public debt burdens, structural reforms 
to reshape their economies and improve 
competitiveness, and banking sector repair 
and restructuring, Altogether, governments 
are estimated to have reduced fiscal deficits by 
2.5 to 8.0 percentage points of CiDP from 2009 
peak levels by the end of 2012, demonstrating 
meaningful progress on their medium-term 
adjustment plans. Euro area periphery public 
debt levels are now projected to peak over the 
period from 2013 to 2015 (Chart 4.4.4), 

In the case of Greece, after political 
uncertainties and plunging output pushed 
the adjustment program oft-track in mid- 
2012, European Union (EU) and IMF lenders 
agreed at the end of 2012 to provide Greece 
with two extra years to build to a primary 
budget surplus of 4.5 percent of GDP, and to 
a number of initiatives to ease the terms of 
official loans to Greece. Greek sovereign debt 
sustainability was enhanced through a debt 
buyback in December, which followed its debt 
exchange in March. Ireland and Portugal 
continued to make progress implementing 
their EU/IMF programs and both countries 


Chart 4.4.3 Euro Area Real GDP Growth 

Percent As (X: Jan-2013 Percent 



Chart 4.4.4 Peripheral Europe: Gross Public Debt 


PercentofGDP As Of:OcJ-2012 PercentofGDP 



Source: IMF. Haver Artalytics Note: Data after Oct-2012 Is projected. 
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have issued their first long-term bond offerings 
since they lost international market access in 
late 2010 and early 2011; however, a recent court 
decision striking down part of Portugal's deficit 
reduction program for 2013 could complicate 
the process in that country. The Spanish and 
Italian government.s have pressed on with their 
fiscal and structural reform agendas and, lu 
support the Spanish bank restructuring, the 
EU approved a bank recapitalization program 
covering financing needs of up to €100 billion. 
At year end, Spain's weakest state-controlled 
banks (holding 18 percent of bank assets) 
were recapitalized with €37 billion (ecjuivaleni 
to 4 percent of GDP) of European Stability 
Mechanism (ESM) funding, and their real 
estate-related assets were transferred to a 
centralized asset management company. As 
will he discus.sed in Section 5.1.2, the Cypriot 
government restructured it.s two largest banks, 
forcing lo.sses on their senior bond holders and 
uninsured depositors, in order to meet the 
requirements for a loan package. 

Meanwhile, European authorities pledged to 
pursue deeper financial, economic, fiscal, and 
political integration to enhance the resilience 
of the monetary union. Leaders agreed to 
establish a sSSM for banks by mid-2014, housed 
at the ECB, and to consider a proposal for a 
single bank resolution mechanism applicable 
CO the member .states participating in the SSM. 
Under this agreement, the ECB — working with 
national supervisory authorities — would have 
direct oversight responsibilities for the largest 
financial institutions and for those institutions 
receiving official sector support. The European 
Council has called for legi.s]ators to further 
advance proposals for a single resolution 
mechanism in 2013, although progress 
toward a legislative agreement is expected 
to be challenging. With respecl to fiscal and 
economic integration, the focus has been on 
strengthening the EU’s governance framework 
through enhanced rules, stronger euro-level 
enforcement authority, and ex-anie policy 
coordination. In December 2012, the President 
of the European Council was charged with 
preparing proposals for ihejune 2013 
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summit to explore modest financial 
incentives to support contractually agreed 
competitiveness reforms. 

4.4.2 Emerging Market Economies 

In 2012, economic growth across the emerging 
market economies (EMEs), including China. 
India, Brazil, and Russia, slowed as earlier 
policy tightening and weakened external 
demand for exports weighed on performance 
(Chart 4.4.5). Indeed, 2012 EME growth was 
the lowest since 2002, with the exception of the 
2008 to 2009 crisis period. A gradual recovery 
now appears underway across the EMEs, 
according to recent high frequency indicators, 
such as exports, industrial production, 
and purchasing manager surveys. This year, 
the IMF forecasts a modest acceleration in 
EME growth to 5.9 percent (Q4/Q4) from 
5.5 percent in 2012. 

The EMEs contintie to be a significant source 
of global growth. Over the past year, EMEs 
contributed four times as much to world growth 
compared to advanced economies (Chart 
4.4.6). Chinese growth remains a critical factor, 
contributing 37 percent alone to total real 
global growth in 2012. Indications that trend 
growth has slowed across the largest EMEs are 
of potential concern for the medium term: the 
IMF now forecasts EME real GDP trend growth 
at 6 percent. In this context, structural reforms, 
such as measures to improve the investment 
regime for infrastructure, improvement of 
public services and the business climate, and 
efforts to overhaul tax systems, could enhance 
medium-term growth prospects. 

EME inflation pressures eased modestly in 
2012, Most recent inflation prints remain well 
below 2008 and 2010 peaks, but still stand 
above inflation in the advanced economie.s 
(Chart 4.4.7), Moreover, inflation generally 
remains near the upper end of emerging 
market (EM) monetary authorities' inflation 
targets or tolerance zones. Food prices, given 
their large weight in EME CPI baskets, remain 
a risk for inflation dynamics and have social 
ramifications. India, in particular, has to 


Chart 4.4.5 Emerging Market Economies Real GDP Growth 



2005 2007 2009 2011 2013 

Note: Year-over-year percent change. 
Source: IMF. Haver Analytics Data after 2012 is projected. 


Chart 4.4.6 Contribution to World GDP Growth 



2000 2002 2004 2006 2008 2010 2012 

Note: IMF estimates are used when actual data 
Source: IMF is ur^avaiiaMe. Dala after Oct-2012 is projected. 


Chart 4.4.7 DRIC and U.S. Inflation Rates 



2007 2008 2009 2010 2011 2012 2013 

Source: Haver Analytics 
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cope with elevated inflation at the same lime 
economic growth has slowed to its weakest pace 
in a decade. Additionally, property sectors in 
some Asian EMEs are undergoing sharp price 
increases, which policy makers are attempting 
to contain via imposition of macroprudentiai 
measures. Given the forecasts for only modest 
growth rebounds and elevated inflation, market 
expectations generally forecast limited shifts in 
EM monetary policy stances this year. 


Chart 4.4.8 Inflows to EMEs 
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Capital flows to the EMEs have rebounded 
substantially from the 2008 to 2009 crisis lows, 
attracted by higher EME growth rates and a 
large interest rate differential with advanced 
economies. Foreign direct investment (EDI) 
inflows info EMEs remained relatively robust. 
Beginning in late 2011, however, portfolio 
capital flows were volatile, reflecting sudden 
reversals in risk appetite due to concerns 
about the euro area and the strength of the 
global recovery. Pullbacks were evident in 
portfolio inflows to EMEs as well as reduction 
in European bank lending, stemming from 
home-market liquidity and capital pressures. 
Still, many of the larger EMEs possess ample 
reserve cushions, partially mitigating risks 
associated with capital flow volatility (Chart 
4.4.8). Currency appreciation pressures also 
moderated across EMEs and the pace of reserve 
accumulation slowed, 


Despite the reductions in European bank 
lending, short-term trade finance appears 
to have held up, due in part to increased 
lending activity by local EM banks. Financing 
availability has been reduced for longer-term 
trade and commodity transactions, and for 
project finance, but increased bond financing 
has helped EM corporations meet longer 
term financing needs. The volume of foreign 
currency bonds sold by EM companies and 
banks reached more than $360 billion in 
2012 — a nearly 65 percent increase over 2011 
issuances, This trend could create risks of 
currency mismatch if EM borrowers fail to place 
prudent limits on their currency risk exposures. 
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China 

The Chinese economy appears to have 
experienced a soft landing in 2012, with average 
annual growth slowing to 7.8 percent from 9.3 
percent in 2011. Contributing factors include 
the lagged effects of prudential lightening in 
2010 and 2011 targeting speculative property 
and local government infra.structure investment 
which continued to filler through the economy, 
and .sluggish external demand in the advanced 
economies (particularly Europe) which 
contributed to low'er growth via weakened 
exports (Chart 4.4.9). China’s current account 
surplus declined from 10.1 percent of GDP in 
2007 to under 3.0 percent last year, driven by 
factors such as exchange rate appreciation, 
weak externa! demand, and increased imports 
for domestic investment purposes. Faced 
with the risk of a sharper-than-expecced 
growth downturn in the first half of 2012, the 
authorities shifted footing by mid-year, lowering 
administered interest rates, and accelerating 
the pace of new infrastructure project 
approvals. These measures effectively placed a 
floor tmder Chinese growth and contributed 
to a modest growth re-acceleration toward year 
end, following seven consecutive quarters of 
slowdown, Signs of a growth re-acceleration 
also appear to have firmed external market 
sentiment towards China, with the pace of 
net non-FDI financial outflows abating in the 
fourth quarter of 2012. 

A source of concern related to China’s domestic 
economy is the flow of new credit, which has 
increased notably in recent years. Growth 
in nonbank financing channels (off-baiance 
sheet lending, trust loans, and corporate 
bond issuance) has comprised an increa.sing 
share of the flow of new credit (Chart 4.4.10). 
Moreover, incremental increases in new 
credit have .significantly outpaced increases in 
nominal GDP growth, raising questions about 
the efficiency of credit allocation and the 
potential for defaults over the medium term. 
The rise in nonbank finance in China has also 
coincided with the rapid proliferation of wealth 
management products and the potential risks 
associated with new financial innovation. 


Chart 4.4.9 China Real GDP Growth 

Percent As Of: 2012 Q4 Percent 



Note: Ouarterly data. Percentage change 
Source: CEIC Data on the same quarter of the previous year. 


Chart 4.4.10 China: Annua! Increases in Credit and GDP 
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iMMcincial Dewlopments 


This section provides an overview of financial 
market developments by reviewing (1) asset 
valuations; (2) wholesale funding markets; 

(3) bank holding companies and depository 
institutions; (4) nonbank financial companies; 
(5) investment funds; and (6) financial market 
infrastructure. Special topics in this section 
include global monetary policy actions, 
convexity event risks, and collateral ax'ailability. 


5.1 Asset Valuations 

5.1.1 Fixed Income Valuations 

Across many of the fixed income markets, 
benchmark rates, spreads, and volatilities have 
remained tow and tended to decline, including 
investment grade corporate, high-yield 
corporate, and mortgage-backed (CMBS and 
MBS) securities. Asset purchases by the Federal 
Reserve and lowered investor perceptions of 
solvency risk for credit products led to further 
declines in Treasury and credit yields. Fixed 
income valuations were also supported by 
improved performance amongst financials and 
corporates, and changes in demand and supply 
across the credit and interest rate spectrum. 

The level ofU.S, 10-year Treasury yields 
averaged 1.8 percent during the past year, 
down from its 2011 average of 2,8 percent 
(Chart 5.1.1), While the slope of the 2- year to 
lO-year Treasury curve remains upward sloping 
at around 165 basis points, it is below the 
recent historical average of 205 basis points 
(Chart 5.1.2). Corporate bond yields are also 
quite low relative to longer-run historical 
averages. As of March 2013, investment grade 
debt (rated BBB- and above) traded at a 
spread of 175 basis points, while speculative 
grade spreads (rated BB+ and lower) exceeded 
500 basis points, .Although spreads on these 
instruments relative to Treasury securities are 
not excessively narrow, the low base level of 
yields .suggests institutions can obtain funding 


Chart 5.1.1 Treasury Yields 

Peesnt AsOt:25-Mar-2013 Percent 



Source: U S. Department of Treasury 


Chart 5.1.2 Slope of the Treasury Yield Curve 

Basis poirtts AsO(:2W.l8r-2Ci13 Basis Points 



Source; U.S. Department of Treasury 
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Chart 5.1.3 Reatized and implied Interest Rate Volatility 

Basis Points As Of: 25-Mar-2013 Ba^ Points 



Source; JP Morgan estimates 


Chart 5.1.4 implied Volatility 

Points As Of; Feb-2013 Points 



Chart 5.1.5 U.S. Corporate Bond Spreads Investment Grade 



Source; Barclays 


on relatively inexpensive terms. .'\t the same 
time, the low rate environment might constitute 
a risk for investors (see Section 7.4 for 
elaborations on these risks), 

Interest rate volatility, both implied and 
realized, have continued to decline towards 
pre-2008 levels in spite of the range of 
uncertainties faced by market participants in 
recent yeans (Chart 5.1.3). There are several 
factors contributing to the decline in volatility. 
First, the Federal Reserve’s asset purchases 
reduced the amount of aggregate duration risk 
held by the public. Second, communications 
by the Federal Reserve's Federal Open Market 
Committee (FOMC) around its forward rate 
guidance might contribute to reduced market 
volatility and hedging activity on short-term 
interest rates. Third, nominal yields are close 
to the zero lower bound, which limits downside 
volatility. An important driver of implied 
volatility is the reduced hedging activity of 
government-sponsored enterprises (GSEs) and 
mortgage originators — traditional natural 
buyers of rate volatility — who have reduced 
demand significantly, Active selling of volatility 
by hedge funds, money managers, and banks 
for yield enhancement, and the perception of 
decreased tail-risk emanating from Europe, also 
contributed to downward pressure on implied 
volatility. Implied volatility can be gauged from 
the Merrill Lynch Option Volatility Estimate 
Index (MOVE), which measures market 
sentiment of future interest rate volatility. In 
October 2008, at the height of the financial 
crisi.s, the MOVF. reached its historical peak ■ 
in excess of 200 basis points. Currently, the 
MOVE is at about 60 basis points, a level last 
seen in spring 2007. A similar decline in market 
expectations of future volatility is apparent 
for options on interest rate swaps as gauged by 
the Merrill Lynch Swaption Volatility Estimate 
Index (SMOVE) (Chart 5.1.4). 

Credit markets experienced strong issuance 
and declining spreads (Charts 5.1. .5). 

Declining solvency risk and greater demand 
for investment and speculative grade 
credit products contributed to the strong 
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performance. Corporate bonds and leveraged 
loans (loans provided to companies with non- 
investment grade credit metrics) experienced 
record or near-record issuance (Charts 5.1.6, 
5.1.7, and 5.1.8), while issuance of collateralized 
loan obligations (CLO.s) picked up markedly 
(Chart 5.1.9). Simultaneously, market sentiment 
over tail ri.sks in the second quarter improved 
considerably following actions by the Federal 
Reserve, the European Central Bank (ECB), 
and other central banks in response to weak 
economic growth. That is, yield differentials 
between these credit instruments and risk free 
equivalents have fallen. 

The consequences of a search for (and 
compression of) yield manifested in a variety 
of ways. In some cases, investors shifted 
down the credit spectrum, from AA- to BBB- 
rated bonds, or increased duration through 
investment in longer maturity bonds. In recent 
quarters, credit terms and conditions for newly 
issued institutional loans and high-yield bonds 
loosened further along certain dimensions. 

The share of loan issuance without financial 
maintenance covenants, known as covenant-litc 
loans, has risen steeply over the past two years, 
accounting for about 30 percent of institutional 
loan i.ssuance in the fourth quarter of 2012. For 
loans with maintenance covenants, looser terms 
and conditions were evident in the persistent 
decline in the average number of covenants. 

As an additional consequence of the search 
for yield, issuance of Payment-In-Kind (PIK) 
bonds — which allow the issuer to capitalize 
and defer interest through an increase of face 
value — increased sharply in 2012, though 
levels are still noticeably lower than chose 
seen in 2007. Reach for yield also expanded 
to peripheral credits, such as in CMBS, where 
issuance increased from S30 billion in 201 1 to , 
$45 billion in 2012. Such compensatory shifts by 
investors imply a trade-off between increasing 
near-term income and more severe price risk to 
their portfolio, s in the event of a steep increase 
in yields. 

Changes of pricing acro.ss other asset classes 
were attributable to demand and supply factors. 


Chart 5.1.6 U.S. Corporate Bond Issuance 



Source; Thomson 
Reuters, SIFMA 
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Chart 5.1.7 High-Yield Bonds: issuance and Market Size 



Source: Benk of America Merrill 
Lynch Global Research. S&P LCD 


Chart 5.1.8 institutional Loans: Issuance and Market Size 
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Chart 5,1.9 CLOs: issuance and Market Size 
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Source: Bank of America Merrill 
Lynch Global Research, tntex 


Chart 5.1.10 Agency MBS Spreads to Treasuries 

Basis Points As Of: 25-Mar-2013 Basis Points 



The primary iave.su)rs in CLOs, pariicttiaiTy 
for AA.A. tranches, are currently Japanese and 
U.S. banks. Other (ILO investors include large 
fmancial accoimts such as money ttianagcr, 
iii-surance cornpanie,s, and pen.sion funds. 
Hedge funds and private equity funds as well 
as specialized CLO managers are primarily 
reported to be buying mezzanine and equity 
tranches. Spreads also fell for MRS as the 
Federal Reserve s renewed purchases of MBS 
sharply reduced the available supply, causing 
the spread between yields on MBS and lO-year 
Treasury notes to narrow significantly 
(Chart 5.1.10). Within corporate credit, cash 
bond spreads decreased significantly as the 
result of strong investor demand against the 
expectation of little dowmside risk, Evidence 
of this appetite is found in the CDS-bond 
basis, the .spread of credit default swaps over 
comparable cash bonds, which has tightened 
recently. Akhough the basis was strongly 
negative during tlie financial crisis, reflective 
of financial imerme{iiarie.s' unwillingnes.s lo 
hold corporate bonds, it ha.s since returned to 
nearly zero. U..S. dollar intere.st rate swap rates, 
at maturities greater than ID years, remained 
negative to Treasury yields over the counse 
of 2012, Market participant, s attribute these 
negative swap .spreads to overwhelming demand 
by both investors and corporate issuers to 
receive fixed rates on interest rate .swaps. 
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5,1.2 Sovereign Debt and Foreign Exchange 

The total amount of outstanding U.S. 
sovereign debt held by the public, (including 
Federal Reserve holdings, but not other 
intragovernmentai debt), rose to $11,8 trillion 
as of February 28, 2013 (Chart 5.1.11), Despite 
this increase in supply, long-term Treasury 
yields declined in the first half of 2012. Long- 
term yields, at historical lows, are a reflection 
of both residual flight to quality and continued 
monetary policy accommodation associated 
with the below-trend pace of economic growth. 
The Federal Reserve's flow-based purchases 
of both agency MBS and Treasury securities, 
and the introduction of language in the FOMC 
statement linking changes in the federal funds 
rale to ecojicnnic variables, arc rclicclivc of 
accommodative monetary policy. 

Longer-term Treasury yields have risen since 
the summer of 2012 against a backdrop 
of factors relating to F.uropean sovereign 
and U.S. domestic considerations. Specific 
factors include the ECB’s announcement of 
the Outright Monetary Transactions (OMT) 
program to purchase European sovereign 
debt, a somewhat improved outlook for U.S. 
growth, and the passage of the American 
Taxpayer Relief Act of 2012 (ATRA), which 
prevented substantial tax increases for most 
U.S. households. 

Foreign holdings of U.S, Treasury securities 
continue to grow, with the largest investors — 
China and Japan — collectively accounting for 
$2.3 trillion of U.S. Treasury securities, while 
other foreign accounts held $3.3 trillion as of 
February 2013, While the share of Treasury 
ho!ding.s attributed to China andjapan 
decreased somewhat si nee year end 201 1 , as 
tiieir holding.s were roughly flat, other cotmtries 
added about S540 billion to their stocks 
of U.S. sovereign debt since year end 2011 
(Chan 5.1.12). 


Chart 5.1.11 Publically Held Federal Debt Outstanding 


Trillions of US$ As Of: Feb-2013 Triiiions of US$ 



Share As Of; Feb-2013 Share 

1.0 ^ 0 



Source; U.S. Department of Treasury, 
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Chart 5.1.12 Foreign Holders of U.S, Federal Debt 
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BOX B: GLOBAL MONETARY POLICY ACTIONS 


The global financial crisis led central banks in a number of 
the advanced economies to cut their policy rates to near 
zero, Furthermore, the continued weakness of the global 
recovery has led many of them to adopt unconventional 
policies involving asset purchases to further promote 
economic growth. Monetary policy normally influences . 
longer-term interest rates by affecting market expectations 
of future short-term rates. Unconvention^ monetary 
policies can also affect long-term interest rates through 
expectations of future sftort rates, but also lower yields 
by compressing term premia {see Section 7.4). The 
purchase of longer-term assets by a centred bank 
increases overall demand for duration and may therefore 
Induce investors seeking duration to accept lower yields 
on longer-term securities {the duration channel). Another 
possible channel is through purchases that reduce the 
supply of specific securities preferred by certain investors 
(the preferred habitat channel). Unconventional monetary 
policies have likely worked through ail of these channels 
to lower long-term interest rates, and along with the 
weak recovery in the many advanced economies and the 
restrained levels of inflation, have left long-term rates near 
record lows, Even though low long-term interest rates 
have helped to support economic growth, they may also 
encourage investors to reach for yield and take excessive 
risks in order to increase their investment returns. 
Accordingly, central banks and other authorities must 
monitor financial markets and institutions closely to ensure 
that low rates do not threaten financial stability. 

Over the past year, the Bank of England (BOE) increased 
the size of its asset purchase programs. The BOE 
expanded its limit for outright purchases under its Asset 
Purchase Facility from £275 billion to £375 billion. In June 
2012, the BOE, in conjunction with the U.K. Treasury, 
created a temporary Funding for Lending Scheme 
designed to reduce the cost of funding new net lending to 
the private sector by banks and building societies. 

Throughout 2012, the Bank of Japan (BOJ) increased the 
size of its Asset Purchase Program from V20 to ¥76 trillion 
and conducted a funds-supplying liquidity operation of 
¥25 triliion. In January 2013, the BOJ announced plans 
to begin a new series of open-ended asset purchases 


in conjunction with its adoption of a 2 percent price 
stability target, The BOJ also established a new facility to 
increase lending more directly, offering long-term funds 
to financial institutions against new net lending. On April 
4, 2013, the BOJ Policy Board approved a new policy 
framework comprised of four main components: (1) 
shifting the policy operating target from the overnight call 
money rate to the quantity of the monetary base, with a 
target of ¥60 to ¥70 triliion annual growth; (2) expanding 
the BOJ’s purchases of long-term Japanese government 
bonds {JGBs) to an annual pace of about ¥50 triliion on 
a net basis (roughly ¥7 trillion in monthly purchases), and 
extending the average remaining maturity of JGB holdings 
from the current nearly three years to about seven years; 
(3) purchasing more risk assets, such as exchange-traded 
funds (ETFs) and Japanese real estate investment trusts 
(REITs); and (4) committing to maintain the new policy 
framework as long as necessary to maintain 2 percent .. . 
inflation "in a stable manner." 

In the United States, the FOMC of the Federal Reserve 
System provided additional monetary accommodation. . 
over the past year by undertaking additional purchases 
of longer-term assets and by modifying its forward 
guidance regarding the federal funds rate. The FOMC 
took these actions to promote its objectives of maximum, 
employment and price stability, With respect to purchases 
of longer-term assets, the FOMC completed a program 
that had begun in the fall of 2011, under which it ultimatGiy 
purchased $667 billion in longer-term Treasury securities, 
while selling or redeeming an equal amount of shorter- 
term Treasury securities. In September it announced 
additional purchases of MBS at a pace of $40 billion 
per month, and in December it announced additional 
purchases of longer-term Treasury securities, Initially 
at a pace of $45 billion per month. With respect to 
forward guidance about the federal funds rate, at the 
close of its September meeting the FOMC stated that 
exceptionally low levels for the federal funds rate were 
likely to be warranted at least through mid-201 5, longer 
than had been indicated in previous FOMC statements, 
in December, the FOMC dropped the date-based 
guidance and instead indicated that it anticipates that 
exceptionally low levels for the federal funds rate would 
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remain appropriate at least as long as the unemployment 
rate remains above 6.5 percent, inflation between one 
and two years ahead is projected to be no more than 
0.5 percentage point above the Committee's 2 percent 
longer-run goat, and longer-term inflation expectations 
continue to be weil-anchored. 

The ECB has taken conventional as well as 
unconventional policy actions. The ECB eased monetary 
policy by reducing its main refinancing rate by 25 basis 
points to 0.75 percent in July 2012 and cut its deposit 
facility rate to zero. The central bank also conducted the 
second of two 3-year refinancing operations in February, 
which helped alleviate concerns about liquidity in the 
context of imminent maturities of bank debt through a 
significant increase in excess liquidity in the euro area 
banking system, in 2012, the ECB eased collateral rules 
in order to maintain or improve counterparty access 
to the Eurosystem's liquidity-providing operations. To 
address more directly the financial fragmentation that had 
developed in the peripheral euro area economies and the 
resulting fears about the future of the currency union, the 
ECB announced in August 2012 the Outright Monetary 
Transactions (OMT) program. Under the program, the 
ECB would make outright secondary-market purchases 
of the sovereign debt of any member country establishing 
and remaining in compliance with a new program with 
the European Financial Stability Facility {EFSF} and the 
European Stability Mechanism (ESM) {see Section 5.1). 
Sovereign debt with maturities up to three years would 
be eligible for the program, with the majority of purchases 
concentrated in the 1- to 3-year sector, and ail purchases 
would be sterilized. Although no country has requested 
support under the OMT, its announcement has helped to 
significantly lower financial stress within the currency area. 

Although central banks in the emerging market 
economies have not had to resort to unconventional 
monetary policies, marry (notably, the central banks of 
China, South Korea, and Brazil) cut their policy rates over 
the last year in response to the weak global recovery. 
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Chart 5.1.13 Euro Area 10-Year Yield Spreads to German Debt 
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European Soverekjn Debt 

European sovereign debt markets dramatically 
improved following the announcement of the 
ECB's OMT program. The spreads on Spanish 
and Italian 10-year government bonds to 
relatively low yielding German equivalents were 
respectively 611 and 518 basis points on the 
eve of a July 26 speech in which ECB President 
Draghi signaled the creation of the sovereign 
debt purchase program, and vowed to “do 
whatever it takes” to prevent the breakup of 
the euro area, By the end of 2012. Spanish and 
Italian spreads to German bonds had dropped 
210 and 193 basis points, respectively, and 
other peripheral debt spreads also narrowed 
substantially {Chart 5.1.13). The response 
was even more pronounced in OMT-eligible 
tenors of up to three years. For example, 2-year 
benchmark spreads fell by 348 and 300 basis 
points in Spain and Italy respectively. 


Additional mcasure.s to promote European 
stabilization further supported European 
sovereign debt markets (sec Section 4.4.1), 
These measures include a European Council 
agreement to create a unified banking 
supervision framework for the euro area, 
actions to reduce or restructure the sovereign 
debt of vulnerable countries, and several 
accommodative monetary policy actions by 
the ECB (see Box B; Global Monetary Policy 
Action, s). A second extension of 3-year credit 
by the ECB improved the outlook for French 
hanks, and allowed yields on French lO-year 
government bonds to fall 98 basis points 
over the course of 2012. Increased appetite 
for higher yielding assets broadly attracted 
investors to peripheral European sovereign 
debt, as official actions to support European 
governments reduced the risk of defaults. 
Finally, TARGET2 balances, which are related 
to cross-border flow's within the euro area and 
to ECB actions to support the periphery, halted 
a multi-year increase and began to gradually 
decline, an indication that capital flight 
from periphery to core countries has begun 
to reverse. 
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Although considerable progress has been 
made, recent political events in Italy and 
Cyprus have served to remind markets that 
the situation in the euro area remains volatile. 
February elections in Italy resulted in a split 
parliament that has thus far been unable to 
form a governing coalition, casting doubt on 
whether a new government, if formed, would 
be strong enough to pursue further reforms. 
More recently, the Cypriot government has 
agreed to restructure its two largest banks by 
forcing losses on their senior bond holders and 
uninsured deposits. It also enacted temporary 
capital controls in order to stem the potential 
for widespread deposit flight. Although the 
restructuring met requirements set by the 
European Union (EU) and the International 
Monetary Fund (IMF) for a new aid package 
and protects insured depositors, the imposition 
of both capita! controls and losse.s on senior 
bondholders and depositors may carry lasting 
implications for the funding costs of other 
European banks that investors consider 
vulnerable. At least, initially, developments 
in Cyprus resulted in adverse asset price 
movements in peripheral European countries 
for bank equity prices and funding spreads. 


Other ,Sovereign Debt 
Emerging Market sovereign debt spreads 
to U.S. Trea.sury yields, as measured by tbe 
Emerging Market Bond Index Plus {F.MBI+), 
compres.sed during the second half of 2012, 
reflecting reduced risks in emerging markets 
and the improvement in risk appetite. Given 
emerging Europe’s tight financial and economic 
links with the eviro area, the creation of the 
OMT and sub,sequent improvement in euro 
area market conditions led emerging Europe's 
sovereign debt spreads to tighten more than in 
other emerging market regions (Chart 5.1.14). 

Foreign Exchange 

Changes in the value of the U.S. dollar this 
year followed themes in other financial 
markets. While macroeconomic concerns (both 
foreign and domestic) weighed heavily on 
markets in the summer of 2012, the U.S. dollar 
strengthened slightly on a trade-weighted basis. 


Chart 5.1.14 Emerging Market Bond Spreads 
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Chart 5.1.15 Doilar Index Voiatitity 

Percent As Of: 25-M8ff-2013 Percent 



Chart 5.1.16 Currency implied Volatility 

Percent As Of: 25-Mar-2013 Percent 



Source; Bioomberg, LP. 


Chart 5.1.17 U.S. Dollar Exchange Rates 


Index As CX;25-Ms^-2013 IrKlex 



while dollar volatility has declined significamly 
since last summer (Chart 5.1.15), A notable 
increase in implied volatility occurred recently 
for dollar-yen (Chart 5.1.16). 

Since the Japanese party leadership elections 
in September 2012, and through mid-April 
2013, the yen has depreciated sharply against 
all major and other Asian currencies, including 
more than 20 percent against the U.S. dollar 
(Chart 5.1.17), in January, the BOJ announced 
three mzyor policy actions: adoption of a 2 
percent price stability target, plans to begin a 
new “open-ended asset purchasing method” 
starting in 2014, and ajoint statement by the 
BOJ and Japanese government on measures 
to overcome deflation and achieve sustainable 
economic growth. In April, the BOJ Policy 
Board approved a new policy framework 
contprised of four main components: (1) 
shifting the policy operating target to the 
quantity of the monetary base; (2) expanding 
the BOJ’s purchases of long-term JGBs and 
extending the average remaining maturity of 
JOB holdings; (3) purchasing more risk assets; 
and (4) committing to maintain the new policy 
framework as long as necessary to maintain 2 
percent inflation “in a stable manner" (see Box 
B: Global Monetary Policy Actions). 

Between April and late July 2012, the euro 
depreciated by roughly 9 percent against 
the dollar on concerns about political 
uncertainty in the euro area. Since ECB 
President Draghi spoke in late July about 
stemming redenomination risk and the ECB’s 
subsequent announcement of the OMT, the 
euro appreciated hy about 12 percent through 
January 2013, before easing again by the end of 
the first quarter. 

5.1.3 Equities, Commodities, and Agriculture 
Equities 

Equity markets in the major economies 
performed w'ell over the past year (Chart 
5.1.18). All m^or indices in developed 
economies exhibited significant gains, with 
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only ihe IBEX in Spain and FTSE MIB in Italy 
reflecting losses of 2 percent and 5 percent, 
respectively. The rise in equity markets was 
bolstered by an improved global outlook and 
expansionary monetary policy {see Box R: 
Globa! Monetary Policy Actions). In the United 
States, the price performance of equity indices 
was positive in 2012, with a year-over-year gain 
of nearly 11 percent for the S&P 500, Corporate 
equity valuatioms improved, as the price-lo- 
earnings (P/E) ratio for the S&P 500 rose 
slightly. Still, valuations remain below historical 
averages, reflecting geopolitical uncertainty, 
sluggish economic growth, and event risk 
related to fiscal concerns (Chart 5.1.19). 

Equity markets in emerging economies rose 
considerably through year end 2012, but pulled 
back at tbe start of 2013, resulting in substantial 
year-Qver-year declines for Brazil and Russia 
as of March 2013. China experienced mixed 
results due to economic headwinds and growth 
concerns. The Shanghai index fell 1 percent, 
while the Hang Seng returned 8 percent year- 
over-year through .Vlarch 2013. Despite the poor 
performance in emerging markets, the rebound 
in equity markets for developed economies 
continues into 2013 (Chart 5.1.20). The S&P 
500 has gained over 45 percent since year end 
2011, while the Euro Stoxx 50 has gained over 
20 percent. 

During the first quarter of 2013, expectations of 
U.S. equity market volatility, as measured by the 
VIX, fell to levels not reached since April 2007. 
In 2012, volatility of the major stock indices 
of developed economies was high during the 
summer, but fell significantly in early August 
with the announcement of ECB support for 
euro area debt markew. Volatility rose again 
in the fall, before receding significantly at 
year end following the passage of legislation 
averting the fiscal cliff (Chart .5.1.21). The 
term structure of the VIX, which measures the 
difference between near-term and long-term 
market expectations of volatility, flattened 
markedly around year end, in a similar manner 


Chart 5.1.18 Returns in Selected Equities indices 
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Chart 5.1.19 S&P 500 Key Ratios 
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Chart 5.1.20 Selected Equities Indices 
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Chart 5.1.21 Market Volatility 
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Chart 5,1.23 Oil Production 
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as in .August 2011 during the height of the 
debt ceiling debate. This flaitcning of llte icrni 
structure suggested that as a result of increased 
fiscal cliff concerns, expectations of near-term 
volatility were rising while long-term volatility 
expectations remained relatively unchanged 
(Chart 5.L22). With market expectations of 
equity volatility declining to pre-crisis levels, 
investors may take on increased risk that could 
expo.se them to significant los,ses in the event 
of a severe reversal (see Section 7.4). 


Commodities 

Oil prices continued to exhibit heightened 
volatility in 2012, as increasing geopolitical 
uncertainty in the Middle East caused oil 
prices to increase significanily early in the 
year. Specifically, injuly the Iran oil sanctions 
Look full effect, sharply reducing oil exports 
from the country. Later in the year. sub.scaniial 
production increases in the U.S. and in 
members of the Organization of Petroleum 
Exporting Countries (OPEC) (Chart 5.1.23), 
coupled with concern.s of decreasing global 
demand, caused a sharp decline in oil prices 
in the summer, with prices moderating by year 
end. Unleaded ga.soline prices in the United 
Stales also sharply increased in early 2012, and 
after moderating in December 2012, advanced 
early thb year following sharp increases in 
crude oil futures prices (Chart 5.1.24), Natural 
gas and agricultural prices were volatile 
throughout 2012. but ended the year nearly 
unchanged and have remained .stable in early 
2013 (Chart 5.1.25), Industrial metal prices 
dropped severely around mid-year, only to 
rise again through the fall, and close the year 
with only a slight increase. Gold prices rose 
dramatically early in the year, but eventually 
subsided, increasing only slightly over the 
course of 2012 (Chart 5.1.26}. 

Agticulture 

Strong agricultural conditions have spurred 
farmland values to rise to record levels. Across 
the United Slates, the average price per acre 
of farm real estate increa.sed by 108 percent 
over the past decade (Chari .5.1.27). The 
mo.si significant drivers of U.S. agricultural 
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prosperity, including commodity prices, export 
levels, and interest rates, have been near cyclical 
bests for a few years. A number of Corn-Belt 
and Plains states, where a major stock of corn, 
soybeans, and wheat are grown, experienced 
relatively large crop price increases. These 
crops all experienced price spikes in June and 
July and remained elevated for most of the year 
(Chart 5.1.28). 

The current high price of farmland raises 
concerns about a repeat of the early 1980s 
agricultural crisis, when several hundred 
farm banks failed. However, compared to the 
early 1980s, the recent increase in farmland 
prices have not coincided with a shift towards 
higher leverage of either lenders or borrowers. 
Although total agricultural real estate debt 
outstanding increased by 65 percent over the 
past decade, it still remains well below the 
levels seen in the. early 1980s (Chart 5.1.29). 
Moreover, evidence suggests that the most 
frequent buyers of farmland are farmers who 
are looking to expand their current capacity, 
rather than investors who could be speculating 
on land prices. 

While agricultural debt and farmland lending 
continues to grow, many of the farm hanks 
operating in the United States that are issuing 
this debt tend to be small, rural, community- 
based lenders that have been characterized 
as more conservative lenders. Many of these 
banks require that the borrower’.s existing 
farmland also be taken as collateral, limiting 
the potential increase in the borrower’s Joan-io- 
value ratio (LTV) and the bank's exposure to 
a future decline in farmland prices, Although 
farmland lending is important to a significant 
number of these rural community banks, it 
doc.s not represent a significant share of credit 
in large U.S. banks. Furthermore, variou-S crop 
insurance programs tnosily miligaied crop 
losses due to the drought during the summer of 
2012. Still, increasing farmland values and the 
willingness of banks to provide financing based 
on those values, warrants increased monitoring. 


Chart 5.1.24 S&P GSCi Unleaded Gasoline index 


Index As Of; ZS-Mar-ZOia Index 



Source: Capita >Q 


Chart 5.1.25 Commodihes 
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Chart 5.1.26 Gold Prices 
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Chart 5.1,27 Farmland Prices and Value of Crop Yield 
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Chart 5.1.28 Agricultural Prices 



Source; S&P. Haver Analytics 


Chart 5.1.29 Agricultural Real Estate Debt Outstanding 
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5,1.4 Reai Estate Markets 

Housing Market Oveevipw 

The past year witnessed a fragile, but steady, 
recovery in the housing market. Home prices 
rose 5.5 percent in 2012 according to the 
FHFA (Chart 5.1.30), However, house price.s 
on a national basis remain approximately 30 
percent below their 2006 peak, according to 
the CoreLogic Home Price Index. A number of 
factors continue to affect the recovery in home 
prices, including elevated unemployment, large 
shadow inventories of distressed homes, and 
lingering concerns about economic growth. 

At the end of 2012, the fraction of residential 
properties with mortgages in negative equity 
declined significantly to 21.5 percent, from over 
25 percent at the end of 2011 (Chart 5.1.31). 
New and existing home sales are rising, though 
they remain below pre-crisis highs. According 
to the National Association of Realtors, the 
seasonally adjusted annual pace of existing 
home sales was approximately 4.98 million units 
as of February 2013, up 10.2 percent from one 
year prior. Census Bureau statistics show the 
seasonally adjusted annual pace of new single 
family home sales was 411,000 units in February 
2013, representing a 12.3 percent increase 
from one year prior. These figures suggest that 
housing is rebounding, albeit off low levels of 
activity, and contributed to economic growth 
throughout 2012, 

Indicators of credit quality in the residential 
mortgage sector continue to improve. As of 
fourth quarter 2012, there was a decline in the 
number of loans 90 or more days delinquent 
but not in foreclosure, continuing a trend that 
began in late 2009. .Mortgage delinquencies in 
this category have declined from a high of 5.1 
percent of all mortgages to 3 percent, but the 
share of mortgages in tbe foreclosure process 
has declined only modestly and is currently 
about 3.7 percent of all mortgages (Chart 
5.1.32). Both foreclosures and reductions in 
newly-cleiinquent loans during 2010, 2011, and 
2012 have contributed to the decline in 90+ day 
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delinquency rates. Loans originated in 2009 
and 2010 experienced much lower rates of early 
delinquency, compared to loans originated 
in the middle of the decade. The number 
of properties in foreclosure is declining, but 
remains high compared to historical levels. 

Home Mortgage Originations and Access to Credit 

Prior !o the financial crisis, privalc portfolios 
and securitizations funded more than half 
of ail home mortgage originations. This 
pattern reversed after the fniancial cri.sis, with 
mortgages eligible for government and agency 
guarantee programs accounting for no less than 
three-fourths of annual originations. During 
2012, this trend continued with government 
and agency guarantees backing approximately 
89 percent of all originated mortgages (Chart 
5.1.33), 69 percent of which were guaranteed 
by the GSEs. 

In 2012, the Federal Housing Administration 
(FHA) and the Department of Veterans Affairs 
(VA) guaranteed 20 percent of originated 
mortgages. FHA- and VA-guaranieed loans 
make up a majority of Ginnie Mae MBS 
issuances. Between 2001 and 2007, FHA lending 
accounted for less than 5 percent of annual 
originations, The market share for FHA lending 
was small at the time because eligible borrowers 
were primarily receiving non-agency loans 
funded through securitization. After secondary- 
market investors retreated from private-label 
securities after the crisis, FHA lending became 
the dominant avenue for low- to middle-income 
mortgage market credit. 

The private capital assuming credit risk in 
the marketplace today comes predominantly 
from depository institutions through portfolio 
lending in mostly prime credit for jumbo loans, 
or loans that are larger than conforming limits. 
There is, however, growing demand amongst 
non-depository private capital for both new and 
older issues of non-agency loans and securities. 
In a related development, many large depository 
institutions are reducing their mortgage 
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Chart 5.1.31 Mortgages with Negative Equity 
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Chart 5.1.32 Mortgage Delinquency and Foreclosure 
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Source: Inside Mortgage Finance 


Chart 5.1.34 Mortgage Servicing Rights at U.S. Commercial 
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Chart 5.1.35 Mortgage Originations by Type 
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servicing activity and removing potential risk 
from their balance sheet.s by selling servicing 
rights to nonbank servicers, which are not 
subject to the same capital requirements 
as banks. Mortgage servicing rights at U.S. 
commercial banks and thrifts have declined by 
more than half since their peak in mid-2008 
(Chart 5.1,34). Urivcn by rclinancing activity, 
mortgage origination volumes in 2012 exceeded 
$1.8 trillion for the lir.sl time since 2009, Over 
the past four years, refinances have accounted 
for over two-thirds of total originations. With 
mortgage interest rates at historic lows during 
2012, refinance activity increased from $880 
billion in 201 1 to $1.4 trillion in 2012, which 
represented over 75 percent of all originations 
(Chart 5.1.35). Purchase volumes continued to 
contract during 2012, falling to $437 billion, the 
lowest level in over a decade, 

For the fiftli year in a row, the average FICO 
credit score for borrowers at origination rose in 
2012, exceeding 750, with purchase borrowers 
with FICO score.s above 760 accounting for -45 
percent of originations (Chart 5.1.36). The 
share of purchase borrowers with a FICO score 
below 600 dropped from 14 percent in 2008 to 
less than 2 percent in 2012. 

Back-end debt-io-income (DTI), which is the 
ratio of all debt payments including the new 
mortgage payment — inclu.sive of principal, 
interest, insurance and iaxe.s — to the 
borrower’s gross moruhly income, declined 
across all major loan programs during 2012 
(Chart 5.1.37). The back-end DTI for GSE- 
guaranteed loans declined from a year end 
2007 peak of nearly 39 percent to 33 percent at 
year end 2012. The average DTI on the smaller 
set of purchase loans originated and retained 
in bank portfolios declined from 38 percent in 
2011 to 34 percent in 2012. 

Overall, current mortgage market conditions 
indicate reduced access i.o credit for many 
potential U.S. borrowers. As average 
underwriting standards have tightened 
considerably, the lower bound of credit 
characteristics on approved loans is much more 
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stringent than the minimum requirements set 
by the GSEs and FHA. For example, according 
CO the FMA guidelines for manual underwriting 
of a loan with the maximum 96.5 percent LTV, 
borrowers must have a FICO score greater than 
580 and a DTI of less chan 43 percent (Chart 
5.1.38). Despite this minimum requirement, 
the Fifth pcrcciuilc FICO score ol FHA lirsi 
lien purchase loans originated during 2012 
was 635, with the average DTI and LTV 
associated with those loans at 36 percent 
and 95 percent, respectively. 

In addition, for manual underwriting of a 
one-unit, fixed rate loan with no minimum 
reserves, the G.SEs require that borrowers have 
a minimum FICO score of 620, a DTI of less 
than 36 percent, and a LTV of less than 7.5 
percent. liui during 2012. the fil'lh percentile 
of first lien GSE purcha.se loans by FICO .score 
at origination was 686, while the average DTI 
on those loans was 35 percent. Current market 
requirements that exceed the rninimtims set by 
the GSEs limit credit availability for borrowers 
at the lower end of the KICO distribution. 

Foflerai Government Programs So Strengtfien tlie 
Hotising Market 

The government has developed a number of 
programs to strengthen the housing market, 
primarily by providing relief to struggling 
homeowners, These programs include 
Making Home Affordable (MHA), the Home 
Affordable Refinance Program (HARP), the 
FHA Streamline Refinance program, and the 
Hardest Mil Fund (HHF). MHA provides first 
lien modifications primarily through the Flonie 
Affordable Modification Program (HAMP), 
and also includes a second-lien modification 
program, an unemployment forbearance 
program, and a short-sale or deed-in-lieii-of* 
foredo.surc program. 

As of December 2012, MII.A has granted 
nearly 1.5 million homeowner assistance 
actions. MAMP has enrolled over 1.1 million 
borrowers as of December 31, 2012, and 
servicers have offered substantia! concessions 
to borrowers through modifications that 


Chart 5,1.36 Origination Volume by Credit Score 
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Chart 5.1.37 Average Debt-to-Income Ratio at Origination 
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Source: CoreLogic Note: Includes first lien purchases only. 


Chart 5.1.38 Minimum Eligibility Standards for Government 
Purchase Loans 



FHA 


FANNIE MAE 

M>n;mu/n Manual 
Undorwriiing Standards 

Minimum Manual 
UnderwrilinQ Standards 

Purehasa, 1-uf>it, Paed-rate 
wHh No Minimum Reserves 

Purchase, Is^nif. Fixed-rate 
with No Minimum Reserves 

FICO* 

2 580 

FICO 

2 620 

Debt-to- 

tneomo 

S43% 

Debt-to- 

Income 

S36% 

Loan-to- 

Value 

S 96.5% 

Loan-tO' 

Value 

S 75% 


> maximum LTV of 98.5%. FHA wii » 




Source: HUD Handbook. Fannie Mae Eligibility Matrix 


Financial Dovetoi 





reduce the borrowers’ monthly payments. 

The incidence of principal reduction in 
HAMP modifications increased in 2012, 
with approximately three-fourths of eligible 
underwater homeowners who entered HAMP 
that year receiving some form of principal 
reduction. According to the OCC, payment 
reduction is strongly correlated with permanent 
modification sustainability, and HAMP 
modifications exhibit lower delinquency and 
re-default rates than industry modifications. In 
addition, the FHA has offered more than 1.5 
million loss mitigation and early delinquency 
interventions. The Administration’s programs 
continue to encourage improved standards and 
processes in the industry, with HOPE Now (a 
foreclosure prevention outreach effort) lenders 
offering more than three million proprietary 
niodificaiions through November 2012. Since 
2009, over six million niorfgagc modificaiion.s 
have been made, and homeowner assistance 
actions have outpaced foreclosures by a 
two-to-one ratio. 

The HARP and FHA Streamline Refinance 
programs, both of which target underwater 
borrowers, provided approximately $300 billion 
in refinances during 2012. In early 2012, FHFA 
expanded HARP eligibility by eliminating the 
125 percent LTV cap. As a primary result of 
this change, HARP originations grew from 
S85 billion in 2011 to $230 billion during 2012, 
comprising over 12 percent of all originations, 
The FHA’s Streamline Refinance program, 
which also aims to help underwater borrowers 
lock in lower rates, provided an additional $65 
billion in originations during 2012. 

The Treasury’s HHF, announced in 2010, 
provides S7.{) billion to housing finance 
authorities in the 18 states and the District of 
Columbia that were most affected by house 
price declines and high unemployment. 

These funds have been used to develop 
programs tailored to local housing markets, 
including mortgage payment assistance 
for unemployed borrowers, reinstatement 
programs, principal reduction, and transition 
assistance for borrowers. 
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Gove/iiment-SponsGred fnierprises 

As housing and morlgage market conditions 
improved this past year, the financial strength 
of Fannie Mae and Freddie Mac increased. 

For the fourth quarter of 2012, Freddie Mac 
reported net income of $4.5 billion, the fifth 
quarter in a row that its net income was positive. 
Fantiic Mac reported significant net income 
for the fourth quarter of 2012, and net income 
was positive for each quarter of the year 
(Chart 5.1.39). In 2012, Fannie Mae did not 
request additional capital support from the 
government while Freddie Mac requested 
additional capital support from the government 
of SI9 million; both institutions have returned 
to profitability. 

The GSEs and Ginnie Mae continued to 
account for essentially all issuances of 
residential mortgage-backed securities (RMBS) 
(Chart 5.1.40). In 2012, the GSEs accounted 
for 77 percent of RMBS issuances, considerably 
higher than pre-crisis levels, with almost all 
of the remaining RMBS issuances coming 
from Ginnie Mae. As of January 2013, Fannie 
Mae and Freddie .Mac both reported serious 
delinquency rates for single-family mortgages 
(90+ day delinquencies and in-process 
foreclosures) of 3,2 percent, representing their 
lowest rates since 2009. This decline in serious 
delinquencies, which has occurred over the past 
10 quarters, is driven in part by the reduction in 
200.5 to 2008 vintage mortgages relative to their 
portfolios, and is consistent with the decline in 
delinquencies and new delinquencies seen in 
the broader mortgage market in 2012. 

In 2012, the Treasury and FHFA made key 
changes to support provided under the Senior 
Preferred Stock Purchase Agreements (PSPAs) 
between the Treasury and the GSEs. Three 
key changes were made to the agreements with 
respect to dividend payments, GSE portfolio 
reduction, and addition.al taxpayer protections. 
First, dividends payable to the Treasury are 
now a quarterly net worth sweep, or a payment 
of income earned in the quarter by the GSEs, 
rather than the original terms, which consisted 
of a 10 percent dividend on outstanding senior 
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preferred stock. This change was made to 
eliminate the possibility of the GSEs having 
to borrow from the Treasury to pay dividends, 
which could have eroded market confidence in 
the GSEs. Second, the GSEs are now required 
to contract their portfolios at an annual rate of 
15 percent — an increase from the 10 percent 
annual reduction called for previously. This 
change implies that the GSEs will reduce their 
portfolios to §250 billion four years earlier than 
previously scheduled. Third, each GSE, under 
the direction of the FHFA, will be required 
to submit to the Treasury an annual risk 
management plan that will outline the steps 
that the GSEs are caking to reduce taxpayer 
exposure to mortgage credit risk within the 
GSEs' guarantee books of business and 
retained portfolio.s. 

In 2012, FI-IA continued to play a critical role 
in supporting the ongoing recovery of the 
nation's hou.sing market and broader economy. 
FHA insured nearly 1.2 million single-family 
mortgage loans during the year, with a total 
dollar value of approximately S213 billion. 

The services that FHA single-family prograiTi.s 
provide to the nation’s housing sector are made 
possible through FHA's Mutual Mortgage 
Insurance Fund, On November 16, 2012, 
the U.S. Department of Housing and Urban 
Development (HUD) rclea.sed its fisr.al year 
2012 Report to Congress on the Financial 
Status of the FHA Mutual Mortgage Insurance 
Fund. That report summarized the results of an 
independent actuarial measure of the economic 
net worth of FHA’s portfolio — essentially, the 
total value of the portfolio after FHA pays all 
expected claims for the next 30 years in a run- 
off .scenario in which no new loans are insured, 
According to this Report to Congress, in fiscal 
year 2012 the capital reserve ratio of the Fund 
fell to negative 1.44 percertt, and the Fund's 
economic value stands at negative S16.3 billion. 
Earlier books of business are the primary 
source of stress to the Mutual Mortgage Fund, 
with approximately $70 billion in claims 
auribulable to the 2007 to 2009 vintage books 
alone. While the actuary attests to the high 
quality and profitability of books insured siiicc 
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2010, significant unrecognized risks may remain 
in the portfolio. Work is ongoing to mitigate 
the impacts to the Mutual Mortgage Fund of 
losses stemming from the 2007 to 2009 books, 
which were those most severely impacted by the 
recession, declines in home prices, and other 
risk factors. 

Comtnerciai Real Estate 

The commercial real estate sector has 
improved, with prices rising slightly and CMBS 
issuance gaining strength in 2012. The past year 
witnessed the strongest post-crisis credit flows 
for commercial real estate (CRE), with almost 
SlOO billion in CMBS issuance (Chart 5.1.41). 
This amount of issuance represents an increase 
of approximately 50 percent over the prior 
year, although these levels are still much lower 
than pre-crisis amounts. Given the low interest 
rate environment, investor demand has been 
quite strong, with non-agency credit spreads 
for the most senior debt tightening by about 90 
basis points in 2012 (Chart 5.1.42). The loans 
underlying these CMBvS are mainly backed by 
multi-family, office, retail, and other related 
properties. Credit performance, as measured 
by the ratio of rating upgrades to downgrades, 
has risen in recent years. However, the sector 
remains vulnerable to refinancing risks in the 
event of a sharp rise in interest rates, in which 
event some currently-profirable properties 
might no longer support t heir financing 
payments, potentially leading to increased 
defaults. The greater uncertainty surrounding 
interest rates in later years is compounded by 
the fact that over SI. 2 billion in CRE loans will 
he maturing in 2016 to 2018, compared to less 
than SI billion in 2013 to 2015 (Chan .5.1.43). 

Market participants have expressed concern 
that mo,si commercial real estate credit Hows 
to date have been concentrated too heavily on 
the trophy properties in major markets. While 
possibly reflective of differential demand, 
this trend is seen in recent commercial 
property price indices, which reflect moderate 
improvements on the national level since 
2010, but more significant price gains in major 
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Chart 5,1.44 Commercial Property Price Indices 
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markets. In 2012, non-distressed markets 
continued to outperform the national average 
(Chart 5.1.44). The variation in credit flows 
to different property types can be seen in 
the MBA Commercial/MuUifamily Bankers 
Originations Index, which shows that while 
originations across all types of properties rose 
ill 2012, they rose to significantly different 
degrees. Hotel originations led all other groups, 
rising 61 percent over the prior year, followed by 
mullifamily originations, which rose 36 percent 
over the prior year, In contrast, health care 
originations, which fell significantly during the 
crisis, rose only 6 percent over the prior year. 

5,2 Wholesale Funding Markets 

5.2,1 Interbank Markets 

Short-term wholesale funding markets provide 
financial intermediaries with funds that 
supplement retail deposits and long-term 
debt issuance (Chart 5.2.1). These funds 
include large time deposits, certificates of 
deposit, repurchase agreements (repos), and 
commercial paper. Sources of funds in these 
markets are largely wholesale cash pools, 
including ca-sh on the balance sheets of 
nonfittancial companies, reinvestments of cash 
collateral from securities lending, and cash 
held by long-term mutual funds, money market 
mutual funds, pension funds, and .sovereign 
wealth funds. These .sources of fund,s have 
grown markedly as a percentage of GDP over 
the past two decade.s, although this percentage 
has been declining since early 2008 (Chart 
5.2.2). Cash on nonfinancial corporate balance 
sheets, in particular, has been growing at an 
accelerating rate, a pattern that continued 
through the fourth quarter of 2012, 

Domestic banking firms’ reliance on short-term 
wholesale funding continued to decline in 
2012, as retail deposits grew (Chart 5.2.3), The 
longer-term stability and cost of depo.sit inflows 
during this low interest rate period will be key 
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to funding and interest rate risk projections in 
the future. 

Enhanced central bank provisions of liquidity, 
combined with a significant reduction of 
European banks’ dollar funding needs as they 
deleverage their balance sheets, has contributed 
to a reduction in the premium for borrowing 
dollars via foreign exchange (FX) swap markets 
to the lowest level since early 2011 (Chart 
5.2.4), This overall normalization in the FX 
swap market and the improved access to dollar 
funding for European banks, was supported by 
the November 2011 decrease in the interest rate 
charged on central bank liquidity swaps and 
the ECB’s two 3-year longer-term refinancing 
operations, along with other actions to 
strengthen the euro area’s institutional and 
fiscal framework. The decision to include a 
levy on bank deposits in the Cyprus bailout, 
terms was associated to a modest uptick in the 
premium for borrowing U.S. dollars against the 
euro in March 2013. 

5.2.2 Commercial Paper and Asset-Backed 
Commercial Paper 

Commercial paper (CP) outstanding peaked 
at $2.2 trillion in July 2007 and stood ai $1,0 
trillion in February 2013, primarily due to the 
continuing decline in asset-backed commercial 
paper (ABCP) outstanding (Chart 5.2.5). As of 
February 2013, ABCP accounts for 28 percent 
of all otJtsianding CP, financial CP accounts 
for 51 percent, and nonfinancial corporate 
CP accounts for 21 percent. Financial CP and 
certificates of deposit (CDs) outstanding arc 
around 40 to 50 percent below their pre-crisis 
peaks. After contracting sharply in 2011, largely 
due to investor concerns about European 
debt, CP outstanding at financial iusrifufions 
with European parents remained stable in the 
second half of 2012 and has increased notably 
in early 2013. Even so, financial CP outstanding 
with European parents remains well below the 
levels seen in early 2011. 

5.2.3 Repo Markets 

A repurchase agreement (repo) is the sale 
of securities for cash with an agreement to 
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Chart 5.2.6 Value of the Repo Market 


Trillions of US$ As Of; Feb-2013 Trillions of US$ 
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repurchase the securities at a specified date 
and price. This agreement effectively creates 
a secured loan with securities as collateral. 
Securities broker-dealers play a significant role 
in repo markets, There are three repo market 
segments; the tri-party market, in which broker- 
dealers obtain funding from cash investors and 
transact utilizing the collateral management 
and settlement services of the two tri-party repo 
clearing banks (fPMorgan Chase and Bank 
of New York Mellon); the General Collateral 
Finance (GCF) market, which primarily settles 
inter-dealer transactions on the tri-party 
repo platform; and bilateral repo, in which 
transactions are executed without the services 
of the two tri-party clearing banks.® 

Repo activity continued to increase in 2012, 
both as measured in the tri-party repo statistics 
and in the primary dealer survey (Chart 5.2.6), 
Market participants bave noted that some firms 
have extended maturities for certain repo 
collateral, indicating an increased willingness 
of some participants to provide longer- 
term funding in this market (Chart 5.2.7). 
Flowever, haircuts in the tri-party market on 
collateral that is not eligible for use in open 
market operations (OMO) have not declined, 
indicating an unchanged stance towards 
collateral quality and potential price volatility. 

The majority of tri-party repo financing 
remains collateralized by Treasury securities, 
agency MBS. agency debentures, and agency 
collateralized mortgage obligatlon.s (CMOs). 

As of February 2013. these types of collateral 
accounted for 84 percent of all tri-party repo 
collateral (Chart 5.2.8). The other 16 percent 
of collateral used in trl-pariy repo includes 
corporate bonds, equities, private label CMOs, 
ABS, CP, other money market instruments, 
whole loans, and municipal bonds. As is true 
in the securities lending market, repo markets 
can be used to effect collateral transformation 
(see Section 5.2.4 for more detail on collateral 
transformation trades). 
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5.2.4 Securities Lending 

The largest componeiu of securities lending 
this past year continued to be uncieriaken by 
long-term securities holders such as pension 
funds, mutual funds, and centra! banks (Chart 
5.2.9). The global value of securities lending 
transactions remained fairly Hat through March 
2012, at an average value of around Sl.7 trillion 
according to available estimates (Chart 5.2.10). 

Reinvestment of cash collateral from securities 
lending has declined slowly over the past year, 
from $659 billion in the fourth quarter of 
2011 to $591 billion in the fourth quarter of 
2012. The weighted average maturity (WAM) 
of cash reinvestment has also continued to 
decline, albeit not as markedly as in previous 
years (Chart 5.2.1 1). This decline represents 
a continued trend towards more conservative 
a.sset allocation .since the financial crisis by cash 
collateral reinvestment pools, 

Securities lending can be used as a vehicle for 
collateral transformation trades, also known 
as collateral swaps. In a collateral swap, a 
participant with the higb-quality asset swaps it 
for a lower-quality one to earn fee income. The 
participant holding the lower-quality collateral 
pays a fee to exchange it temporarily for higher- 
quality collateral that can then be used to meet 
margin requirements for derivative transactions 
or other liquidity or capital needs. Demand 
for high-quality collateral may increase with 
the implementation of regulatory regimes 
in different countries that require marker 
participants to hold high-quality collateral 
for the purp 08 e.s of margining and liquidity 
coverage ratios, 
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layers of counterparty and liquidity risk 
exposure, potentially mitigating the benefits of 
conservative collateral requirements. 

Despite the increased attention paid to these 
trades, there is little evidence to suggest that 
their volume is presently large.’ For example, 
consider securities lending activity by pension 
funds. Pension funds hold large portfolios of 
high-quality assets, which they use to fund 
future liabilities, In the meantime, pension 
funds will lend securities in their portfolio to 
generate incremental returns on their existing 
investments, including high-quality Treasury 
securities. As such, pension funds would be 
expected to supply high-quality collateral into 
collateral transformation trades. However, while 
the volume of pension funds' securities lending 
activity increased by around 5 percent over the 
past year, the majority of the increase occurred 
in lending against cash collateral as opposed to 
non-cash collateral. In fact, lending of Treasury 
securities against non-cash collateral by pension 
funds declined by nearly 8 percent over the 
pa.styear. Regulatory limits on the types of 
collateral that pension funds can accept is likely 
inhibiting the growth of such transactions. 

In addition, indemnifications provided by 
securities lending agents, which commonly act 
on bchalfof beneficial owners that lend their 
securities, are limited to the securities loaned. 
These indemnifications do not commonly 
extend to the lower-quality borrowed collateral 
and such one-,sided indemnification might act 
as a further inhibitor for such activity. While 
available evidence has yet to suggest that a 
meaningful volume of collateral swap activity 
is taking place, it is an area that warrants 
continued monitoring as .market practices and 
regulatory changes increase demand for high- 
quality collateral. 
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5.3 Bank Holding Companies and 
Depository Institutions 

5.3.1 Bank Holding Companies and Dodd- 
Frank Act Stress Tests 

Perforiiiance 

Bank holding companies (BHCs) are holding 
companies with at least one commercial bank 
subsidiary. Subsidiaries of RHCs may also 
include nonbanks such as broker-dealers, 
investment companies, or insurance companies. 
As of the fourth quarter of 2012, there tvere 
1,014 top-tier BHCs in the United States 
(excluding Puerto Rico), with aggregate assets 
of about $16.6 trillion. Aggregate pre-tax 
income of BHCs totaled $159 billion in 
2012 (Chart 5.3.!), an increase of 8 percent 
from 2011. 

The domestic banking sector entered 2012 
facing revenue pressure from a sluggish 
macroeconomic environment, new regulatory 
requirements, legal setilements, the challenging 
interest rate environment, and risks related 
to the euro area sovereign debt crisis, Despite 
the difficult operating environment, most 
banks grew revenues and earnings in 2012. 

For the 77 BHCs with assets greater than $10 
billion, aggregate pretax income increased 
14.2 percent in 2012 to $154.8 billion. Ranks 
boosted earnings through controlled expenses 
and the release of reserves against losses on 
loans and leases, as credit quality continued to 
improve. However, the median growth in total • 
noninterest expense was roughly .3 percentage 
points higher than the previous year (based on 
72 RHCs reporting data for the year end 2012 
and 2011). Noninterest income grew during the 
year led by record debt underwriting and strong 
mortgage banking revenues. Nevertheless, the 
return on average assets for BHCs remained 
lower than the levels that prevailed in the 10 
years before the crisis (Chart .5.3.2). 

Declining RHC net interest margins (NIMs), 
defined a.s net interest income divided by 
average interest-earning assets, decreased 
earnings in recent quarters (Chart .5.3.3). NIM 


Chart 5,3.1 Aggregate BHC Pre-Tax Income 

BifflonsofUSS As W: 2012 Billions of US$ 



Source; FR Y-9C 


Chart 5.3.2 Return on Average Assets for BHCs > $10B 

Percent As Of; 2012 Q4 Porcont 



Source; FR Y-9C 


Chart 5.3.3 Net Interest Margins for BHCs > $10B 

Percent As Of; 2012 Q4 Percent 



2000 2002 2004 2006 2006 2010 2012 

Source; FR Y-9C 


Financial Deveiopi 






110 


70 


Chart 5.3.4 Maturity Gap at Large Banks 
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Chart 5.3.5 Maturity Gap at Small Banks 

Density 
0.25 

0.20 

0.15 

0.10 

0.05 

0.00 


As Of; 2012 04 



Density 

0.25 

0.20 

0.15 

0.10 

0.05 

0.00 


-5 0 

Source: Federal 
Reserve 


5 10 15 20 

Note: Sinaii banks ate defined as dose wdi assets less (ban SSO sMin. 
AptKosrfnafions ate based on tba nkift>og« of the ranges availalde CO Call 
Reports. UqtAd deposits ere assuraed to have a maheily or 1 


20!3 FSOC // Annual Report 


compression has been driven by increased 
competition, a.s well as cyclical factors including 
the extended low rate environment across the 
yield curve and slow loan growth. BHC.s are 
susceptible to maturity mismatch, whereby 
longer duration assets reprice more slowly than 
.shorter duration liabilities. BHCs typically have 
lower NIMs than insured depository institutions 
due to the inclusion of lower interest margin 
business lines of nonbank subsidiaries, which 
often rely more heavily on fee income than net 
interest income. 

The low rate environment is particularly acute 
for NIMs during the current business cycle, 
as funding costs are near zero. BHCs have 
mitigated the effects of the compressed rate 
environment through various non-core revenue 
and cost cutting measures, including reserve 
releases, restructurings, and compensation 
reductions, although there is a limit to the 
sustainability of these measuresi Supervisors 
are attentive to BHCs assuming additional 
creditor duration risk, but there does not 
appear to be evidence of a substantial move in 
this direction at commercial bank subsidiaries 
of large BHCs. However, some smaller banks 
appear to have lengthened the maturity of asset 
portfolios. Maturity extension at small banks 
can be observed in tbe estimates of the asset/ 
liability maturity and repricing interval gap. 
These estimates do not show material change 
at large banks from two years ago, and are also 
not noticeably different from the distribution 
in the third quarter of 2003, when interest 
rate.s were also unusually low (Charts 5.3.4 and 
S.S.S).'' However, at smaller banks, the same 
distribution ha.s somewhat shifted upward over 
the past two years, as the average maturity (or 
next repricing date) of loans and securities has 
increased (not shown). 

Although very low interest rates appear to be 
contributing to a compression of BHCs’ net 
interest margin.s. it is unclear whether the 
eventual reversal of the rate environment will 
benefit BHC profitability. BHCs have increased 
their holdings of Treasury and agency securities 




amid hisloricaily high deposit inflows, so a 
rapid rise in rates would decrease the fair value 
of these securities. In addition, a rise in rates 
could also cause deposit disintermediation, 
resulting in higher funding cnst,s pressuring 
margins. The more recent modest rise in term 
rales appears not to have boosted BHC NIMs, 
as growth expectations remain subdued and 
lending growth challenged. 

Large RHCs made progress in addressing 
legal uncertainly last year by settling a number 
of outstanding legal matters, highlighted by 
a settlement with the attorneys general and 
federal banking agencies related to improper 
mortgage foreclosure practices (see Section 
6.1.5), Banks adjusted their MBS repurchase 
reserves to reflect greater clarity surrounding 
GSE repurchase obligations, including 
Bank of America’s $4.9 billion agreement 
with Fannie Mae that resolved substantially 
all agency mortgage repurchase claims on 
loans originated and sold directly by Legacy 
Countrywide and Bank of'Arnerica to Fannie 
Mae from 2000 through 2008. 

Market Indicators 

The heightened level of duress in capita! 
markets that was present throughout the 
socoiicl half of 2011 receded in 2012, reflecting 
improved investor sentiment and greater risk 
appetite. Accommodative actions taken by 
the ECB were largely successful in reducing 
perceived tail risk from Europe, resulting in a 
large increase in capita! markets activities from 
the prior year (see Box B: Global Monetary 
Policy Action.s). Moreover, positive U.S. 
macroeconomic developments, particularly 
employment and housing data releases late 
in the year, boosted sentiment and helped 
drive loan growth, As a result of these positive 
developments, the outlook for the domestic 
financial sector improved significantly during 
the year, 

BHC shares, which began the year trading 
at or near historic low price/tangible book 
valuations, rallied sharply during the year. 
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Chart 5.3.6 KBW Bank Index and implied Volatittty 

Index As Of: 25-Mar-2013 Percent 



Source; Bloomberg, L.P. 


Chart 5,3.7 Average P/B and P/E Ratios of 6 Large 
Complex BHCs 
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Source; Bloomberg, L.P. of BAG, C, GS. JPM, MS, WFC. 



Chart 5.3.8 CDS Spreads of 6 Large Complex BHCs 

Basts Points As Of: 25-Mar.201 3 Basts Points 



The broad Keefe, Bruyette & Woods (KBW) 
bank index increased 30 percent and implied 
volatility steadily declined following a jump in 
June (Chart 5..3.6). The market capitalization 
of the six largest BHCs increased 43 percent 
In aggregate, but market valuations remained 
at a roughly 20 percent discount to book 
value in December 2012. This valuation is still 
below both the pre-crisis level and the average 
level over the past 12 years (Chart 5.3.7). The 
average of the 5-year credit default swap (CDS) 
spreads of the six largest BHCs entered 2012 at 
very elevated levels, due primarily to euro area 
sovereign debt fears. Despite these high levels 
during the first half of the year, CDS spreads 
narrowed sharply during the second half of the 
year and ended 2012 at their lowest levels in 
18 months (Chart 5.3.8). Academic measures 
of systemic risk for the six largest BHCs have 
continuously declined over the past year; these 
contemporaneous measures are now low by 
historical standards (Chart 5.3.9).“ 

Capital 

in aggregate, capital ratios for BHCs improved 
from the fourth quarter of 2011 to the fourth 
quarter of 2012, with the tier 1 common 
capital ratio under current risk-based capital 
rules (Basel I) increasing 0.79 percentage 
point to 11.46 percent. Increases in retained 
earning-s, primarily from positive operating 
results, contributed to the bulk of this increase, 
with additional support from capital raising 
(Chart 5.3.10). In addition, risk-weighted assets 
decreased .slightly, providing additional support 
to capital ratio trends. 

For the 18 largest U.S. BHCs, capital ratios 
continued to improve from post-crisis levels, 
with the aggregate tier 1 common capital ratio 
under Basel I improving 0.86 percentage point 
from the fourth quarter of 2011 to the fourth 
quarter of 2012 to 11.3 percent. For U.S. BHCs 
with assets less than $50 billion, the average 
tier 1 common ratio under Basel I improved 
by approximately 0.19 percentage point to 12.2 
percent from the fourth quarter of 201 1 to the 
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fourth quarter of 2012 period, with gains 
from retained earnings and common stock 
issuance partially offset by increases in risk- 
weighted assets. 

During this period, many BHCs limited their 
capital distributions due to continued economic 
uncertainty, forthcoming increases in required 
regulatory capital, and enhanced regulatory 
scrutiny. Although capital distributions remain 
subdued relative to pre-crisis levels, the latter 
half of 2012 saw a shift from a net issuance of 
equity capital to a net payout in the form of 
share repurchases and dividends. 

Liquidity 

Along with higher capital levels, the average 
liquidity profile for the largest BHCs has 
improved since the financial crisis. In 
particular, the volume of liquid assets on 
BHC balance sheets is nearly two standard 
deviations above its average from the first 
quarter of 1995 to the fourth quarter of 2012 
(Chart 5.3.11), This increase in average liquidity 
partially reflects a change in the composition 
of BHCs. Among the six largest BHCs, two 
are primarily dealers (Goldman Sachs and 
Morgan Stanley), and two others (Bank of 
America andJPMorgan Chase) acquired major 
broker-dealers throughout 2008 (Merrill 
Lynch and Bear Stearns, respectively). Broker- 
dealers lend to hold a larger fraction ofliquid 
assets, as the msyority of their funding is in 
wholesale markets (Chart .5.3.12). In fact, the 
ratio ofliquid assets to total assets is roughly 
proportional to the percentage of non-core 
funding to total liabilities. An additional factor 
explaining the higher liquidity ratios of BHCs is 
the anticipated implementation of the Liquidity 
Coverage Ratio (LCR) in the United States 
as part of the Basel III reforms (see Section 
6.1.1 for an update on the implementation of 
the LCR). Once implemented, the LCR would 
require banking institutions, including BHCs, 
hold a sufficient amount ofliquid assets as 
protection against withdrawals of funding in 
stressed conditions. 


Chart 5.3.9 Systemic Risk Measures 


index As Of: Feb-201 3 Index 



Chart 5.3.10 Change in Tier 1 Common Ratios for Aggregate 
U.S. BHCs 


Percent of RWA 


Percent of RWA 


Source: FR Y-9C 


Note: Domestically owned BHCs. 


Chart 5.3.11 Consoiidated Liquidity Ratio* for Top 50 BHCs 
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Chart 5.3.12 Non-Core Funding* Relative to Liquid Assets** 

Percent As Of; 2012 Q4 
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Chart 5.3.13 Nonperformtng Loans (30-89 Days) 

Percent As Of: 2012 Q4 Percent 
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Chart 5.3.14 Nonperforming Loans (OO-t- Days and Nonaccrual) 

Percent As Of: 2012 Q4 Percent 
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Asset Quality 

BHCs' asset quality continued to improve in 
2012. For 18 large firms (the Comprehensive 
Capital Analysis and Review (CCAR) 2013 
participants, which account for over 75 percent 
of system assets), nonperforming loans declined 
in aggregate and across most categories. 
However, residential loan delinquencies 
remain high despite the decline in early-stage 
delinquencie.s (30-89 days past due) and a 
slowdown in the rate at which loans transition 
into delinquency status (Chart 5.3.13). 

Banks have been slow to reduce the stock of 
nonperforming residential loans through 
foreclosures, short-sales, or modifications, 
reflecling in part greater forbearance in light 
of the recovering housing market, as well 
as challenges in completing the foreclosure 
process (Chart 5.3.14). 

U is worth noting that although net charge-offs 
have declined at the largest BIlCs, noncurrent 
levels continue to remain elevated, especially 
among the BHCs with high exposure to single- 
family mortgages, For the largest BHCs, the 
allowance for loan and lease losses has been 
sufficient to absorb recent levels of net charge- 
offs, although an increase in charge-offs to 
post-crisis peak levels in 2010 could erode this 
cushion considerably (Chart 5.3,15). Reserve 
levels remain above post-crisis lows relative 
to risk-weighted loans and commitments, but 
continue to decline. 

CCAB, CapPR, and DFAST 

The Federal Reserve completed the latest 
round of its capital planning and stress testing 
program for 2013, which included CCAR 
and the supervisory stress tests mandated by 
the Dodd-Frank Act of 18 firms as well as the 
Capital Plan Review (CapPR) of an additional 
11 BHCs with $50 billion or more of total 
consolidated assets. The Dodd-Frank Act stress 
tests (DFAST) are forward-looking exercises 
conducted by the Federal Reserve to help assess 
whether institutions have sufficient capital to 
absSorb losses and support operations during 
adverse economic conditions. While the II 
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BHCs submitting capita! plans as part of the 
CapPR were evaluated on their submitted 
results, firms participating in the CCAR and 
DFAST were evaluated using holh the BHC’s 
submitted plans and the results of the Federal 
Reserve’s supervisory stress tests. The aim of 
the CCAR is to ensure that large, complex 
banking institutions have robust, forward- 
looking capital planning proce.sses that account 
for their unique risks, and to help ensure 
that these institutions have sufficient capital 
to continue operations throughout times of 
economic and financial stress (Chart 5.3.16). 
Firms’ capital adequacy is assessed against a 
number of quantitative and qualitative criteria, 
including projected performance under 
scenarios provided by the Federal Reserve and 
the institutions’ internally-developed scenarios. 

In order to project post-stress capital ratios 
for the Board’s Dodd-Frank Act stress tests, 
the Federal Reserve uses a standardized set 
of capital action assumptions, In contrast, 
for the CCAR post-stress capita! analysis, 
the Federal Re.serve assessed whether a BHC 
would be capable of meeting the requirements 
under the Board’s capital plan rule, including 
minimum capital ratios under baseline and 
stressed conditions using the BTIC’s planned 
capital actions. Specifically, under Dodd-Frank 
Actstres.s testing rtiles, Hrm.s are a.ssumed to 
execute no common stock repurchases and 
maintain dividends at a rate consistent with 
their hi.storical dividends paid on common 
shares outstanding. Thus, the key difference 
between capital levels and ratio.s determined 
under the CCAR and DFAST is the capital 
distributions. The comparative assumptions 
facilitate the Federal Reserve’s a.ssessment of 
shareholder distributions and other actions on 
BHC capital adequacy. 

In a change from prior years, the Federal 
Reserve provided BHCs with an opportunity 
to adjust downward any planned capital 
distributions after receiving the Federal 
Reserve's preliminary CCAR post-stress capital 
analysis. These adjusted capital actions were 


Chart 5.3.15 Allowance for Loan/Lease Losses as a Multiple 
of Charge-offs 

MuRii^ of Charge-offe As tX; 201 2 Q4 Multiple of Charge-offs 



Note: Charge-offs are quarterly. Peak charge-offs are 
Source: FRY-9C from 2010 Q1. Data pertains to the 18 CCAR BHCs. 


Chart 5.3.16 U.S. Unemployment Rate: Actual vs. Stress 
Scenarios 
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Chart 5.3.17 Initial and Stressed Tier 1 Common Capital Ratios 

Percent As Of; 25-M»-2013 Percent 



Actual Q3:12 Stressed 04.14 Stressed 04:14 
Source: Federal Note: Aggregate ratios of 18 panicipaling BHCs. 

Reserve, FRBNY Stressed estimates are supervisory estimates. 


Chart 5.3.18 FDIC-insured Failed Institutions 

Number of Institutions As Of: 2012 Percent 
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then incorporated into the Federal Reserve’s 
projections to calculate the adjusted post- 
stress capital levels and ratios. All BHCs but 
one maintained a minimum tier 1 common 
ratio greater than 5 percent under stressed 
conditions, inclusive of all adjusted planned 
capita! actions, under the severely adverse 
scenario. Significant capital accretion during 
the last year bolstered the ability of BHCs that 
participated in CCAR to weather significant 
aggregate net los.ses, which were projected at 
S192 billion on a pre-tax basis in the severely 
adverse scenario. Assuming capital distributions 
consistent with Dodd-Frank Act rules, the 
aggregate tier 1 common ratio for the 18 BFlCs 
declined from an actual II. 1 percent in the 
third quarter of 2012 to a post-stress level of 
7.7 percent at the end of 2014. Using BHCs’ 
planned capital actions, the BHCs’ aggregate 
post-stress tier 1 common ratio was projected 
to be 6.6 percent in the fourth quarter of 2014, 
In both cases, aggregate BHC capital levels 
significantly exceeded the 5 percent target 
established under the capital plan rule and the 
aggregate tier 1 common ratio that existed at 
the start of the 2009 stress test (Chart 5.S.I7). 

The results of the stress test included a non- 
objection of capital actions for 14 of the 18 
participating BHCs. The Federal Reserve 
objected to the capital plans of two firms, 

Ally Financial Inc. and BB&T Corporation. 

An additional two firms, JPMorgan Chase 
& Co. and the Goldman Saebs Group, Inc., 
received conditional non-objections to their 
capital plan due to weaknesses in the capital 
plans or planning process that required 
immediate attention. 

Insured Commercial Banks and Savings 
institutions 

Tbe banking industry was composed of 7,083 
commercial banks and savings institutions at 
the end of fourth quarter 2012, Approximately 
2,205 institutions had assets under $100 million, 
while 4.216 institutions had assets between $100 
million and $I billion, and 662 institutions had 
assets over $1 billion. Failures, mergers, and a 
decline in chartering activity contributed 
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to ihe decline in the number of insured 
depository institutions, as the industry lost 274 
firms in 2012. 

However, failures of insured depository 
institutions continue to decline since the 
financial crisis; 51 institutions with $11.6 billion 
in total assets failed in 2012 (Chari 5.3.18). 

Four more insured institutions failed between 
January 1, 201.3, and March 8, 201.3, with 
$459 million in total assets. As of December 
31, 2012, 651 institutions, or 9.2 percent of 
all institutions, were on the FDIC’s problem 
bank list. These institutions had financial, 
operational, or managerial weaknesses that 
require corrective action in order to operate in 
a safe and sound manner. Pre-tax net income 
for all U.S, commercial banks and savings 
institutions totaled $199.8 billion in 2012. 
representing an 18.2 percent increase from 
2011, and further iinproverneniin the industry 
following the crisis. A rebound in credit quality, 
with an associated reduction of loan loss 
provisions and other expenses, has driven the 
improvement in pretax nei income since 2009 
{Chart 5.3.19). Overall a.ssec quality continued 
to improve as net-charge offs and non-curreni 
loans declined across the industry (Chart 
5.3.20). Higher asset quality led to a reduction 
in portfolio risk and sustained the improvement 
in both earnings and capital positions at 
commercial banks and savings insiiiuiion.s 
(Chart 5.3.21). 

Temporary Liquidity Guarantee Program 
The end of the FDIC’s unlimited guarantee on 
noninterest-bearing transaction deposits on 
December 31, 2012, raised concerns that some 
portion of the $1,5 trillion in newly unin.sured 
deposits would rotate into conservative, short- 
term asset classes or shift from smaller banks 
CO larger banks with perceived guarantees of 
sovereign support.’" However, Transaction 
Account Guarantee (T.AG}-relatecl withdrawals 
as the guarantee approached its end date 
appear to have been modest, as the amount 
over $250,000 in noninterest-bearing accounts 
remained at $1.5 trillion during the third and 
fourth quarters of 2012. According to Federal 
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Chart 5.3.20 Net Charge-ofls and Noncurrent Loans 
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Chart 5.3.21 Risk-Weighted Assets and Return on Assets 

Percent As Of: 2012 Q4 Percent 



Source: FDIC. Haver Analytics Note; All FDIC-insured institutions. 
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Chart 5.3.22 Concentration of Credit Union Assets 


Percent As Of: 2012 Q4 Billions of USS 



Chart 5,3.23 Federally Insured Credit Union Income 



Source: NCUA 


Reserve’s H.8 release, the category containing 
TAG-eligible deposits declined by S60 billion 
in the first few weeks of 2013, an asnovint well 
below estimates of market analysts, before 
stabilizing in early February 2013. 

Credit Unions 

The number of credit unions declined from 
7,094 at year end 2011 to 6,819 in,stitutions 
in the fourth quarter of 2012. This 4 percent 
decline in the number of credit unions is in 
line with recent trends. As in other parts of 
the banking system, assets in the credit union 
system have become more concentrated, 
However, this concentration growth has seen 
only a slight increase with the top 100 credit 
unions growing their share of total credit union 
assets to 39 percent (Chart 5.3.22). Corporate 
credit unions — which provide critical services 
to the broader credit union system — continue 
lo consolidate and deleverage as they refocus 
their business models on providing operational 
support to consumer credit unions, raising 
capital, and adjusting to the new regulatory 
environment. As of November 2012, there were 
17 corporate credit unions with $22.74 billion 
in assets serving consumer credit unions — a 
decline from 27 corporate credit unions with 
S96 billion in assets in 2007. 

The credit union system experienced return 
on assets (ROA) in 2012 of 86 basis points 
(annualized YTD), an increase from 67 basis 
points in 2011, and 50 basis points in 2010. 
Reduced provisions for loan losses drove 
much of the improvement in ROA. Improved 
credit conditions were the primary driver 
behind the provision for loan losses declining 
to an annualized 0.3 percent of assets from 
0.5 percent of asset.s in 2011 and 0.8 percent 
of assets in 2010 (Chart 5.3.23). Aggregate 
annualized net income increased to $8.5 
billion, a 35 percent improvement from 2011. 
Outstanding loans within the credit union 
system increased by 3.5 percent to $591 billion 
after experiencing weak growth in 2011, and 
declines in 2010. 
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ProfUabilily coiuitmed to vary by asset class 
based on the size of the institution, with 
smaller credit unions historically lagging 
behind larger credit unions. The industry faces 
lower uncertainty over future losses associated 
with failed corporate credit unions as future 
resolution costs are currently projected to total 
between $1.9 billion and $4.8 billion over the 
coming years. Larger concerns for the industry 
include challenges related to the low interest 
rate environment and, eventually, the transition 
process to a higher rate environment. However, 
long-term assets, including fixed-rate real 
estate loans, (as a share of total assets) have 
ranged from flat to slightly down over the past 
18 months, and the share of interest sensitive 
deposits has also declined since the third 
quarter of 2009 (Chart .5.3.24). Nevertheless, 
these levels remain elevated relative to historic 
levels and warrant an increased emphasis on 
managing interest rate risk. 

5.3.2 U.S. Branches and Agencies 
of Foreign Banks 

In addition to the U.S, BfiCs, foreign bank 
families have a large presence in the United 
States. Together, the U,S. branches and 
agencies of foreign banks account for more 
than $2 trillion of banking assets, or about 
13 percent of total U.S. banking assets. These 
entities represent an important source of credit 
to U,S. businesses. 

There are different business models in the 
operations of branches in the United States, 
with a mix of targeted investment and asset 
strategies and a range of different funding 
approaches. On average, branches and 
agencies generally dedicate about 2.5 percent 
of their balance sheets to ]oan.s, but can differ 
substantially in the composition of their 
lending. Direct commercial and industrial 
(C&I) loans outstanding hy the.se banks, which 
represent a major .source of financing for U.S. 
businesses and investment projects, have been 
as high as $365 billion, hut more recently have 
fallen closer to $270 billion at the end of 2012, 
out of over $500 billion in total loans (Chart 
5.3.25). Other assets rose sharply from about 


Chart 5.3.24 Credit Union Deposits 
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Chart 5.3.25 U.S. Branches and Agencies of Foreign Banks: 
Assets 
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Chart 5.3.26 U.S. Branches and Agencies of Foreign Banks: 
Liabilities 

Trillions of USS As Of: 2012 Q3 Trillions of US$ 



Source: Federal Reserve, Note: 'inchidesiransar^n stccounts. non- 
Haver Arvaiytics transaction accounts, arx] o^ei borrowed money. 


$400 billion pre-crisis to about$l,2 trillion by 
the third quarter of 2012, as some branches and 
agencies increased their holdings of cash and 
liquid securities as protection against potential 
liquidity strains. 

The liabilities of U.S. branches and agencie.s of 
foreign banks also bear on financial stabilily 
(Chart 5.3.26). Most of these U.S. branches 
are not allowed to offer deposits insured by the 
FDIC and thus lack access to the stable source 
of funds represented by households’ checking, 
savings, and other transaction accounts. 

Instead, wholesale funding provides the 
majority of funding for these insiitution.s. 


Some foreign bank branches and agencies, 
especially those associated with European 
banks, obtain dollar deposits in the United 
States, and use those deposits to provide dollar 
funding to their parent organizations and 
related affiliates, which in turn use the funds 
for lending and investment. If deposits are 
withdrawn from branches and agencies, the 
balance sheets of the affected banks can be 
destabilized, leading to deleveraging or a need 
for parents to provide dollar-denominated 
funding to their U.S. branches and agencies 
rather than receiving funding from them. 

Tins occurred at .some European banks in the 
summer of 2011, leading to a dramatic increase 
in funding from parents to branches and 
agencies. Subsequent improvements in 
the European situation led to marginal 
declines in the level of funding support from 
parent banks to their U.S. branches and 
agencies. Nevertheless, funding from parents 
remains elevated relative to levels seen over 
the past 10 years. 


Proposed EfihancGd PriKiROtial Requirements for 
Foreign Banking Organizations 
In December 2012 (as noted in Section 6.1), the 
Federal Reserve invited comment on proposed 
rules to implement enhanced prudential 
standards and early remediation requirements 
for foreign banking organizations (FBOs) 
as mandated under Sections 165 and 166 of 
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the Dodd-Frank Act. The proposaJ is generally 
consistent with the set of enhanced prudential 
standards that the Board proposed for large U.S. 
banking organizations in December 201 1 , but would 
also require FBOs with a large U.S. presence to form 
a U.S. intermediate holding company (IHC) over its 
U.S. bank and nonbank subsidiaries, which would 
be subject to capita! and liquidity requirements. The 
U.S. operations of FBOs with combined U.S. assets 
of Sr>0 billion or more would be required to meet 
enhanced liquidity risk management standards, 
conduct liquidity stress tests, and hold a 30-day 
buffer of highly liquid assets. 

Many of the core elements of the Federal Reserve’s 
existing approach to the supervision and regulation 
of FBOs were designed more than a decade ago, 
when U.S. operations of FBOs were focused largely 
on traditional banking activities. Since the 
mid-1990s, the U.S. operations of FBOs have 
become increasingly concentrated, interconnected, 
and complex. 

For example, trends in the global balance sheets 
of FBOs for this period reveal that short-term U.S. 
dollar funding raised in the United States was used 
to provide long-term U.S, doliar-denominated 
project and trade finance around the world, as well 
as to finance non-U. S, affiliates’ investments In 
U.S. doliar-denominated asset-backed securities. 

The associated material increase in inira-firm flow.s 
during this period also created vulnerabilities for 
the U.S. operations of FBOs, The financial stability 
risks associated with the increased capital markets 
activity and shift in funding practices of the U.S. 
operations of FBOs in the period preceding the 
financial crisis became apparent during and after 
the recent financial crisis. 

While some FBOs were aided by their ability to 
move liquidity freely during the crisis, chi.s behavior 
created a degree of cross-currency funding risk 
and heavy reliance on swap markets that proved 
destabilizing. In many cases, FBOs that relied 
heavily on short-term U.S. dollar liabilities were 
forced to sell U.S. dollar assets and reduce lending 
rapidly when that funding source evaporated. This 
deleveraging imposed further stress on financial 


market participants, thereby compounding the risks 
to U.S. financial stability. Although the United Stales 
did not experience a destabilizing failure of an FBO 
during the crisis, some FBOs required extraordinary 
support from home and host country centra! banks 
and governments. 

Beyond the United States, events in the global 
financial community underscored the rfsks posed 
by the operations of large multinational banking 
organizations to host country financial sectors. The 
failure of several internationally active financial 
firms during the crisis revealed that the location 
of capital and liquidity is critical in a resolution, 
fn some cases, capital and liquidity related to 
operations abroad were trapped at the home entity. 
Actions by government aulhorities during the crisis 
period highlighted the fact that, while a foreign 
bank regulatory regime designed to accommodate 
centralized management of capital and liquidity 
can promote efficiency during good times, it 
can also increase the chances of home and host 
jurisdictions placing restrictions on the cross-border 
movement of assets at the moment of a crisis, as local 
operations come under severe strain and repayment 
of local creditors is called into question. Resolution 
regimes and powers remain nationally based, 
complicating the resolution of firms with large 
cross-border operatiotts. In response to the financial 
stability risks highlighted by the crisis, and ongoing 
challenges associated with the resolution of large 
cross-border firms, other national authorities have 
adopted modifications, or considered proposals, to 
enhance their regulation of internationally active 
hanks within their geographic boundaries. 

5.4 Nonbank Financial Companies 

5.4.1 Securities Broker-Dealers 
As of the fourth quarter of 2012, there were 4,358 
domestic and foreign-owned securities broker- 
dealers operating in the United States, The U.S. 
broker-dealer sector is relatively concentrated; 
approximately 60 percent of industry assets were 
held by the top 10 broker-dealers at the end of last 
year, the largest of w'hich were affiliated with foreign 
banks and domestic BHCs. Aggregate annual 
pretax income of broker-dealers more than doubled 
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Chart 5.4.1 Broker-Dealer Revenues 



Source: SlFMADalaBank, RNRA 


Chart 5.4.2 Broker-Dealer Assets and Leverage 

Trittions of USS As CM: 2012 Q4 Leverage Ratio 



Chart 5,4.3 Primary Dealer Securities 



Source: FRBNY 


in 2012 to $32 billion, as trading revenues 
increased almost three limes over the previous 
year (Chart 5.4.1). Trading revenue increased 
primarily due to increased debt trading, led by 
near record levels of debt issuance, and gains in 
other trading, such as currencies, commodities, 
and derivatives. 

The broker-dealer industry doubled in size 
between 2001 and 2007 before shrinking 
abruptly following the financial crisis. Assets 
held within the U.S. broker-dealer industry have 
stabilized at a post-financial crisis level of about 
25 percent below the 2007 peak, reaching $4,8 
trillion in the fourth quarter of 2012 (Chart 
5.4.2). Broker-dealer leverage also declined 
markedly after the crisis, and has stabilized 
over the past four years at 10-year lows. 
Broker-dealers operate at 22 limes leverage 
in aggregate, which is significantly higher 
than leverage at commercial banks. Broker- 
dealers obtain leverage primarily through the 
use of secured lending arrangements, such a.s 
reverse repurchase agreements and secured 
borrowing arrangements. Since the financial 
crisis, the broker-dealer .sector underwent a 
notable decline in asset size — from a peak of 
nearly $7 trillion to current total assets just 
under $5 trillion — and leverage — from a peak 
near 40 to the current level of 22, The run-up 
and sub.sequent decline in balance sheet size 
and leverage of the broker-dealers sector wa.s 
also accompanied by a notable change in the 
types of assets that they hold (Chart 5.4.3). 
Primary dealers — the hroker-dealers that have a 
trading relationship with the Federal Reserve — 
experienced a marked decline in the holdings 
of corporate securities, agency securities, and 
agency MBS. At the same time, net holdings by 
primary dealers ofU.S. government securities 
moved from negative to positive. This switch 
in net positions of broker-dealers indicates 
a decline in risk appetite and balance sheet 
capacity for the sector. 

Market participants remain attuned to the 
liquidity risks associated with the broker- 
dealer model, as will be discussed in Section 
7.1. Trading and financing undertaken by 


0 13 FSOC // Annual Rtpert 


123 


broker-dealers is typically short-duration, and 
the profitable execution of these activities 
requires a flexible and inexpensive funding 
profile, typically executed through short- 
term secured financing arrangements. While 
short-term funding is stable under normal 
market conditions, heavy reliance on short- 
term funding leaves broker-dealers vulnerable 
to liquidity runs during periods of stress. If a 
broker-dealer’s secured creditors pull away, its 
ability to quickly replace lost funding sources 
may be limited. Reduced funding might 
cause fire sales with potentially system-wide 
implications. Although a broker-dealer’s short- 
term liabilities are typically supported by a 
very liquid asset base, broker-dealers may be 
unable to reduce assets quickly enough to 
pay-off liabilities. 


Chart 5.4.4 Life and Other Insurance: Capital and Net Income 


5.4.2 Insurance Companies 
Flat or declining investment portfolio returns 
continued to pressure net incomes at life 
insurers in 2012, Nevertheless, net income 
of life insurance companies increased $26.5 
billion in 2012 compared to 2011, after 
declining by over $13.6 billion from 2010 to 
2011. Increased premium revenue and lower 
increases in reserves contributed to increased 
net income, aggregate statutory capital, and 
surplus (Chart 5.4.4). 
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The prospect of continued low interest rates 
for a prolonged period poses a challenge to 
life insurers seeking to balance investment 
risks and returns, especially while trying to 
build capita! and expand product offerings 
(Chart 5.4.5). Life insurers earn a spread on 
products with guaranteed benefits (such as 
fixed annuities, viniversal life insurance, and 
guaranteed investment contracts) from the 
excess of the investment yield earned over 
the credited rate offered to policyholders. 

A protracted low interest rate environment 
may stress life insurers' profits as this spread 
compresses. While insurers have responded to 
the low interest rate environment by decreasing 
crediting rates, the flexibility to lower these 
rates is often limited given the guaranteed 
minimums on many products. Although the life 


Source: NAIC Note: Includes accident and health. 
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insurance industry has reduced its minimum 
guarantees over time, products with minimum 
guarantees still represent a large share of 
existing life and annuity products outstanding. 

Aside from cutting the crediting rates on their 
insurance products, life insurers have also 
responded to the low interest rate environment 
by reducing exposure to, and increasing 
policyholder fees on, interest-sensitive 
businesses such as guaranteed investment 
products, variable annuities, and long-term 
care insurance. Life insurers also pursued 
new revenue source.s by acquiring businesses 
in new markets such as Latin America, and by 
acquiring fee-earning pension and retirement 
assets. Some life insurers also increased revenue 
by leveraging their pre-existing real estate and 
private placement platforms to offer investment 
opportunities to other institutional investors, To 
offset the declining new money yields on their 
assets, some life insurers increased portfolio 
duration and marginally increased their 
allocation to hedge funds, private equity funds, 
BBB-rated bonds, and commercial mortgage 
loans over the last few years, though total 
exposures by life insurers to these assets are 
generally below peak levels. 

In addition to adversely affecting investment 
returns, the current low interest rate 
environment affects the present value of life 
insurers’ contract obligations. As interest 
rates have decreased, the present values of 
future obligations have increased. As a result, 
life insurers have increased reserve levels, 
adding further downward pressure to reported 
financial results. Moreover, the increase in 
reserves can also be attributed to the asset 
adequacy testing of liquid assets and change in 
policyholder lapse assumption.s at life insurance 
companies. The increase in reserves was less 
of a factor in 2012 than in 2011 as the decline 
in interest rates slowed. Although life insurers 
could increase premiums on new products, this 
response may affect product sales and is likely to 
lag the accounting impact of reserve increases 
on existing products. However, premium 
revenues increased in 2012. 
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Life insurers could also be adversely impacted 
by a sudden increase in interest rates, which, 
under Generally Accepted Accounting 
Principles (GAAP), would increase unrealized 
losses in insurers’ fixed income portfolios, 
Higher interest rates could also entice 
policyholders to surrender contracts for higher 
yield elsewhere, Thus, in order to fund contract 
surrender payments, insurers could be forced to 
seek other facilities for liquidity or to liquidate 
fixed income investments just as the market 
value has declined. 


Property and casualty insurers, which sell 
insurance on homes, cars, and businesses, 
underwrite products that result in liabilities 
that are generally much shorter in duration 
(with the exception of workers’ compensation 
insurance) as compared to life insurers, and, 
therefore, are affected less by the low interest 
rate environment. However, property and 
casualty insurers continued to be pressured 
by large catastrophe losses in 2012. A,M. Best 
estimates chat insured catastrophe losses 
were $43.0 billion in 2012, down from S44.2 
billion in 2011. The high losses were driven by 
Superstorm Sandy, a post-tropical storm system 
that struck the most densely-populated areas 
of the U.S, eastern seaboard in October 2012, 
Current estimates suggest that Superscorm 
Sandy may have caused $25 billion in insured 
losses, and up to $50 billion in total economic 
damages, Despite Superstorm Sandy, property 
and casualty insurers were able to increase net 
income and statutory capital and surplus 
(Chart 5.4.6). 

Interest Rate Risk Management of insurance 
Companies 

State insurance regulators require the 
appointed actuary to comply with the Actuarial 
Standards of Practice promulgated by the 
Actuarial Standards Board. These actuarial 
standards require that insurance companies 
run a range of scenarios that reflect the 
variability of the relevant cash flows being 
tested. In light of these actuarial standards, 
most companies currently use an economic 
scenario generator (such as the economic 


Chart 5.4.6 F^operty and Casualty Insurance: Capital and 
Net income 
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scenario generator developed by the American 
Academy of Actuaries) to generate a large 
number of economic scenarios. In addition, 
state insurance regulations traditionally have 
prescribed .seven scenarios for the potential 
path of interest rates in order to test the ability 
of insurers’ portfolios to withstand moderate 
shocks. These scenarios are often called the 
New York 7, since they were establi.shed by a 
1986 regulation by the New York insurance 
regulator. The New York 7 include jumps 
300 bps up and down, gradual increases and 
decrea.ses of 500 bps, and a level path. Each 
scenario is applied as a parallel shift to the 
prevailing yield curve and therefore doesn’t 
include any change to the slope of the yield 
curve, or in the convexity of the curve. This 
deterministic approach of the New York 
7 scenarios therefore differs from that of 
stochastic scenario models, which allow for 
changes to the slope of the yield curve and for 
periods where the yield curve is inverted. 

New York's requirement to use the seven 
scenarios for as.sei adequacy testing was later 
incorporated into model actuarial and opinion 
memorandum regulations that were adopted 
by the various states, and as a result, most U.S. 
life in-surers were subjected to such testing even 
though they may not have been domiciled or 
licensed in New York. Beginning in 2009, the 
majority of states have amended their actuarial 
and opinion memorandum regulations 
to eliminate the prescribed deterministic 
scenario requirements of the New York 7. 
Under the revised regulations, the New York 
7 was replaced by a requirement that each 
insurance company run scenarios (stocha.stic 
or deterministic) that provide a w'ider array of 
tests of the adequacy of reserves held, given 
the assets the company currently holds. A 
number of states {irrespective of whether they 
have yet adopted the amended regulation), 
also continue to require domiciled insurance 
companies to run the New York 7; other 
insurance companies also generally run these 
scenarios as a matter of practice. 
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5.4.3 Specialty Finance Companies 

Credit activity in the speciaky-iending sector 
has moderately improved in the past year, 
yet remains below pre-crisis levels. Nonbank 
financial companies involved in credit activity 
across various segments include issuers of 
equipment leases, credit cards, student loans, 
and atito linancc. Overall, nonbank (inancial 
companies owned approximately S840 billion 
of consumer loans, $ 180 billion of real estate 
loans, and $421 billion of business loans at 
year end 2012 (Charts 5.4.7 and 5.4.8), 

The securitization market for these credit types 
originated hy both bank and nonbank financial 
companies has improved, with significant year- 
over-year increases in auto ABS issuance (30 
percent), credit card issuance (150 percent), 
and equipment leasing (100 percent). Although 
these increases are large, they follow a period 
of low post-crisis issuance. For instance, a 
large proportion of the increase in credit card 
lending replaced Term As.sei-Backed Securities 
Loan Facility (TALF)-era issuance that matured 
in 2012 (Chart 5.4.9). Credit spreads on these 
types of ABS continue to lighten as a result of 
a growing appetite for securitized products, a 
lower perception of credit risk, and increased 
demand for yield by investors (Chan 5.4.10). 

5.4.4 Agency REITs 

Agency MBS REITs use short-term debt in 
the form of repurchase agreements to fund 
the purchase of agency MBS and earn the 
difference between the yield on the underlying 
MBS and the cost of financing. As a REIT, 
these earnings are not taxed at the corporate 
level but are only taxed when equity holders 
receive the earnings in the form of a dividend. 
To maintain their REIT status, these entities 
return in exce.s.s of 90 percent of their earnings 
to equity holders. Agency REITs structure their 
operations to be excluded from regulation 
under the Investment Company .Act of 1940. 

The market for agency MBS REITs continued 
its trend of strong asset growth this past year. 
Much of this growth can he attributed to 
the high dividend yield that agency REITs 


Chart 5.4.7 Consumer Loans Outstanding 
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Chart 5.4.8 Business Loans Outstanding 
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Chart 5.4.9 ABS Issuance 
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BOX C: CONVEXITY EVENT RISK 


Hedging and relative value trading often involves basis 
risk, or the risk that changes in prices on closely related 
products may suddenly diverge from historical norms 
or market expectations. Portfolios exposed to basis nsk 
tend to have fat-tailed distributions, that is, their short- 
term profit-and-toss volatility may be quite low, but may 
be susceptible to infrequent but extreme tosses. In the 
case of large positions, such mark-to-market tosses may 
compel firms to rapidly unwind, thus creating a vicious 
circle of fire sales that can strain market liquidity. 

Basis risks are particuiarfy pertinent in the market for 
MBS. MBS investors, broadly speaking, tali into two 
categories: those holding MBS on an unhedged or 
infrequently hedged basis and those that actively hedge 
the interest rate risk exposures of MBS. Unhedged 
or infrequently hedged investors include the Federal 
Reserve, foreign sovereign wealth funds, community 
banks, and mutual funds benchmarked against an MBS 
index. MBS holders who actively hedge include pension 
funds and Insurance companies that endeavor to match 
the duration of their assets to that of their liabilities. 

The interest rate risk of MBS differs from the interest 
rate risk of Treasury securities due to the embedded 
prepayment option in conventional residential mortgages. 
The purchaser of an MBS is effectively selling an interest 
rate option to each home loan borrower, because if 
interest rates fall, the borrower is incentiv^ed to refinance 
info a lower rate mortgage, thus prepaying or accelerating 
payment of their higher rate mortgage into a lower rate 
loan. Conversely, if interest rates rise, the borrower is 
incentivized to maintain their current mortgage and not 
prepay. For the MBS investor a lack of prepayment, or 
extension in a rising environment, causes the ioan and 
thus the MBS, to increase in duration and decrease in 
price. When interest rates increase, the price of Treasury 
securities falls, but it falls less and less sharply as the level 
of yields increases, a feature called positive convexity. The 
price of MBS on the other hand behaves very different 
from Treasury securities as rates change. As interest rates 
rise, the price of MBS falls at an accelerating rate, that is. 
it displays negative convexity {Chart C.1). 


Chart C.1 Convexity Risk 



MBS are negatively convex because the likelihood that a 
borrower prepays depends on the current level of interest 
rates relative to the rate that he pays on his mortgage. As 
rates rise from a low level, fewer and fewer households 
have an incentive to refinance their mortgages. Increasing 
rates thus result in an extension of the duration of MBS, 
causing the price of MBS to fall at an ever faster pace. 

Managing the interest rate risk sensitivity of MBS 
necessitates dynamic hedging to maintain a desired 
exposure of the position to movements in yields. The 
hedging of the interest rate risk exposure of MBS is often 
called duration hedging, as the effective duration of the 
MBS changes with the level of yields. The amount of 
hedging depends on whether MBS are in the negatively 
or positively convex region. When rates decline, hedgers 
will seek to increase the duration of their position. This 
can be achieved by buying Treasury notes or bonds, 
or by receiving fixed payments in interest rate swaps, 
Conversely, hedgers will find themselves long duration 
when rates increase, which can be achieved by selling 
Treasury notes or bonds or by paying fixed in interest 
rate swaps. 
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Convexity event risk is the risk of a sudden, setf- 
roinforcing increase in long- to medium-term rates caused 
by hedged investors in MBS trying to decrease duration 
risk by selling Treasury securities or entering into pay- 
fixed interest rate swaps. This iiedging activity in turn can 
cause interest rates to rise further, which may increase 
the duration hedging need for other MBS holders, 
inducing another round of duration sell offs. Due to its 
self-reinforcing nature, a convexity event could be sparked 
by a relatively modest initial increase in medium- to long- 
term interest rates. In the current environment of yields 
near zero, even a modest yield increase may significantly 
extend mortgage portfolio durations, potentially forcing 
hedgers to sell duration, or to sell the underlying MBS. 

Any of these actions will tend to drive yields higher, 
increasing the need for further hedging. 



While the current low rate environment has arguably 
set the stage for a convexity event, a key factor in the 
likelihood of such an event is who owns the convexity 
risk, as the amount of MBS held by hedged investors 
determines the intensity of the seiloff (Chart C.2). 

GSEs are important duration hedgers, but their pcHifolios 
have been shrinking compared to the pre-crisis period, 
when they were the dominant investors in MBS. The 
Federal Reserve, through its asset purchase programs, 
is currently the dominant MBS buyer and holds a sizable 
portion of the convexity risk. Also, many of the largest 
holders of MBS have access to sufficient sources of 
liquidity and funding, even in extreme market conditions, 
and in contrast to highly levered investors, are less likely to 
be forced sellers, 


Chart C.3 2003 Convexity Event 
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Whether the current environment is more or less 
susceptible to a convexity event than the 2003 episode is 
ambiguous (Chart C.3), On tho one hand, the GSEs are 
smaller, and the Federal Reserve has a larger j^esence, 
making a convexity event' risk less likely. On the other 
hand, there are fewer natural providers of protection 
against convexity and rate volatility risk in the market. In 
particular, a potentially amplifying factor in a rates selloff 
is the reduced liquidity in fixed income markets since the 
crisis, with broker-dealers less active in market making. 


Source: U.S. OepartmentofTreasury 
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Chart 5.4.10 Selected ABS Spreads 

Basis Poinis As CX:21-Mar-2013 



Source: Barclays 


Note: Spreads to Treasury securities. 


Chart 5,4.11 Total Agency REIT Assets 
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Chart 5.4.12 Agency REITs: Return on Assets 
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Source: Bloomberg, L.P. Note: ’Weighted by market capitalizatton. 


offer which has generated strong demand by 
investor.?. Although the asset levels of agency 
REITs have grown, the amount of leverage 
has been relatively stable post-crisis {Chart 
5.4.11), The relatively stable level of leverage 
can be partially ailnbuied to structural changes 
in the requirements for margin on agency 
.MBS. That is, haircuts on agency MBS have 
remained at fairly elevated levels post-crisis and 
have prevented agency REITs from increasing 
leverage to pre-crisis levels. 

Near-term returns on assets for agency REITs 
are tightly linked to the slope of the yield curve 
(Chart .5.4.12). These vehicles hold agency .MBS 
funded in the bilateral repo market- They earn 
longer-term yields paying short-term money 
market rates to obtain leverage. This investment 
behavior of agency REITs exposes them to 
interest rate slope and convexity risk (see Box 
C: Convexity Event Risk and Section 7.4 on 
risk.5 from fixed income as-set valuation.?). 
Convexity event risk is particularly acute for 
agency MBS REITs, since their earnings and 
capital are most sensitive to a sharp increase 
in interest rates. Moreover, agency REITs are 
exposed to rollover risk. The financing of 
long-term assets with short-term debt in the 
form of repurchase agreements is .sensitive 
to either an increase in financing costs or a 
pullback in the willingness of lenders to extend 
credit. A significant pullback in financing 
availability could put pressure on agency REITs 
to sell MBS. which could itself pressure MBS 
valuations and further reduce the availability 
of short-term financing for agency REITs, The 
potential for such negative feedback loops 
becomes stronger as the share of agency MBS 
financed by short-term debt increases. 


5.5 Investment Funds 

5.5.1 Money Market Funds 

MMFs are open-ended mutual funds permitted 
to use certain t'alualion methods that generally 
allow them to redeem .shares at a fixed $1 per 
share. Among other instruments, MMFs invest 
in short-term debt securities and repo. .As of 
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the end of February 2013, MMFs totaled $3.0 
trillion assets under managenient (AUM), 
according to SEC data. Total U.S. MMF 
assets increased slightly by $51.8 billion from 
February 29, 2012 to February 28, 2013. MMF 
assets remain far below their 2009 peak. Prime 
MMF assets increased from $1,7 trillion to $1.8 
trillion, while government and Treasury MMF 
assets decreased from $936.5 billion to $929.3 
billion during this period. Tax-exempt funds 
also declined from $302.8 billion to $289.4 
billion {Chart 5.5.1). Comparatively, MMFs 
comprised 20 percent of total mutual fund 
AUM, according to the Investment Company 
Institute (ICI). Consolidation in the number of 
MMFs continued in 2012, with 54 MMFs ceasing 
operations. In order to prevent MMFs’ net 
yields paid to investors from falling below zero 
in the sustained low’-inierest rate environment, 
some managers decided to waive management 
fees, a practice in place throughout the MMF 
industry since 2009. This sustained fee-waiving 
practice has continued to erode the profitability 
of funds, possibly leading to some managers’ 
decision to close their MMFs. Ocher post- 
crisis factors .such as concerns about pressure 
on sponsors to cover MMFs’ losses a.s well 
as declining AUM may have pushed some 
participants out of the MMF market. 


Chart 5.5.1 MMF Assets by Fund Type 

TiffioreofUSS As W: Feb-2013 Trillions of US$ 



Source: SEC 


Concerns about the debt crisis in Europe 
continued to be a focus of MMF investment 
activities in the first half of 2012. MMF 
holdings of overall euro area bank-related 
securities reached a low of 11,6 percent of 
prime MMF assets in December 201 1 and 
were still relatively low at 11.9 percent in June 
2012, Following ECB indications of a .strong 
commitment to maintaining the single euro 
currency, MMF managers began returning to 
euro area bank-related .securities in July 2012 
(see Box B: Global Monetary Policy Actions). 
By February 28, 2013, holdings in euro area 
financial institutions comprised 18,7 percent 
of prime MMF assets. Throughout 2012, euro 
area exposure remained below 2010 levels, 
which marked the peak of euro area exposures. 
Another indicator of this increased optimism 
i.s the gradual increase in the weighted average 
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Chart 5.5.2 Prime Funds Liquidity 

Percent of Total Assets As Of; Feb-2013 Percent of Total Assets 
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Chart 5.5.3 MMF Weighted Average Life* 

Days As Of: Feb-2013 Days 



maturity and weighted average life of MMF 
managers’ fund portfolios, which allowed 
liquidity levels to decline slightly (Charts 
5.5.2 and 5.5.3). This gradual decrease in 
concerns regarding Europe’s debt crisis in 
2012, as demonstrated by MMFs’ increased 
euro area exposure, was corroborated by the 
broader-based improvement in the outlook for 
European resolution of the sovereign debt and 
banking sector crisis given .such public sector 
support as the ECB's OMT program (see Box 
B: Globa! Monetary Policy Actions). Although 
euro area concerns ebbed in the second half of 
2012, early 2013 euro area incidents — such as 
the decision to impose levies on Cypriot bank 
deposits and the uncertainty related to the 
February 2013 Italian election results — have 
kept euro area debt issues in focus as risks for 
MMFs. However, currently, those two early 2013 
incidents have not had a significant impact 
on MMFs. 

Prime .MMFs increased iheir exposure to 
non-traditional geographies in 2012, Mo.st 
notably, prime MMFs more than doubled 
their geographical exposure to Asian 
countries compared to 2010 levels, particularly 
in Japanese holdings. The increase in 
Japanese exposure of prime MMFs has been 
concentrated in U.S. dollar-denoininated CDs. 
Over the past few years, average maturities 
ofjapanese and U.S. CDs have been similar, 
while yields of average Japanese CDs in prime 
MMF portfolios have been higher than those 
of U.S. banks. Furthermore, Japanese CDs have 
been considered by market participants to be 
both high in quality and limited in their euro 
area exposures. These factors contribute to an 
increased exposure of MMFs to Japanese CDs. 
Japanese assets comprise U.S. MMFs’ fourth 
largest country exposure after the United 
Slates. Canada, and France. MMFs' Japanese 
exposure suggests a potential vulnerability 
given the challenging growth outlook for Japan 
(.see Section 7.5 for further detail on the 
Japanese economy). 

MMF flows continue to fluctuate with transitory 
developments in prime money markets; two 





examples are the temporary effects of the 
expiration of the FDIC Temporary Unlimited 
Coverage for Noninterest-Bearing Transaction 
Accounts as well as then-ongoing fiscal cliff 
negotiations. The effects of the expiration 
of the Temporary Unlimited Coverage for 
Noninterest-Bearing Transaction Accounts, 
known colloquially as the Transaction Account 
Guarantee (TAG) program, were demonsiraiive 
of transitory effects on MMFs. Leading up to 
the TAG expiry, market participants expected 
that the expiry would lead to rnalcrial inflows 
to MMFs, Though flows to MMFs did fluctuate 
visibly in response to the expiration of TAG, 
these inflows coincided with year end and 
seasonal effects. Thus, the net impact of TAG 
expiration on MMFs on these inflows is difficult 
to isolate. One such coinciding, and large, 
driver of flows into MMFs over the fourth 
quarter of 2012 was the result of equity investors 
liquidating positions ahead of an expected 
increase in capital gains tuxes in 2013 (due to 
then-ongoing fiscal cliff negotiations). Proceeds 
from these stock sales were then invested in 
MMFs. Additionally, some market participants 
noted that accelerated corporate dividend 
payments ahead of 2012's year end contributed 
to the increase in MMF assets, as investors 
parked the dividend payments in MMF,s 
(at least temporarily). Though the net impact 
of the TAG expiry appears to be minimal, 
it demonstrates how market developments 
might induce temporary fluctuations in the 
MMF space. 

In January 2013, a number of large MMF 
managers announced that they would begin 
voluntarily and publicly releasing some or all 
of their MMFs’ market-based net asset values on 
a daily basis. Under SEC rules thi.s information 
was available only on a monthly basis with a 
6()-day delay. 

5.5.2 Mutual Funds 

Mutual funds are open-end investment vehicles 
made up of a poo! of funds for inve.s(ment 
purposes. As of the end of February 2013, long- 
term mutual funds comprised 80 percent, or 
over $10.8 trillion, of total mutual fund AU.M, 
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Chart 5.5.4 Total Assets of Mutual Funds 
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Chart 5.5.5 Mutual Fund Flows by Asset Class (Mar-2012 
to Feb-2013) 
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Chari 5.5.6 Mutual Fund Taxable Bond Flows (Mar'2012 
to Feb-2013) 
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according lo ICI (Chart ,5.5.4), Commensurate 
with global market gain.s, mutual funds have 
recovered value post-crisis. Mutual fund flows 
for the 12 months ending February 2013 
reflected current investor preference for capital 
preservation, income generation, and lower 
volatility. Mutual funds had an estimated 
$305 lullion act inflow for the period, largely 
attributable to taxable bond funds, which 
received a net $256 billion (Chart 5.5.3). From 
March 2012 through February 2013, the net 
asset outflows from government funds and 
relalh'ely higher inflows lo high-yield fund.s and 
emerging market bond funds likely demonstrate 
investor preference for yield among lower- 
volatility fixed income products (Chart 5.3.6). 

In contrast, U.S. equity funds had net outflows 
of $72 billion, with net outflows occurring 
every monih since .March 2012. Globally, fixed 
income funds saw large inflows (Chart 3.5.7). 
Equity and hybrid inflows in the first month 
of 2013 picked up significantly, totaling $51 
billion, possibly compounded by year end U.S, 
legislative action on tax reform as compromise 
on financial assets ameliorated some concerns, 
including avoiding more severe dividend and 
capital gain tax rate hikes. 

Among mutual fund,s, corporate bond holdings 
have grown substantially since 2009. While 
the Securities Industry and Financial Markets 
Association (SIF.MA) reporw that the total U.S. 
investment grade and high-yield corporate 
bond market increased by 28 percent from 2009 
to 2012, over the same period, corporate and 
foreign bond holdings among mutual funds 
increa,sed by 54 percent (Chart 5.3.8). .Mutual 
Fund holdings of high-yield bonds and loans 
have grown even more quickly, at 74 percent 
and 169 percent, respectively. The yields 
of corporate bond and loan mutual funds, 
relatively attractive in comparison to Treasury 
mutual funds, are likely the main reason 
for these flows. The. rapid rise in AUM, 
particularly in high-yield bonds, may result in 
dislocations in response to a sharp seii-off in 
credit assets. This risk could be exacerbated by 
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dealer balances in corporate bonds that remain 
quite low by historical standards and may signal 
less willingness to deploy capita! to corporate 
bond trading. 

5.5.3 Pension Funds 
As of the third quarter 2012, the combined 
AUM of private and public pensions, including 
federal pensions and defined eonlribulion 
(DC) plans, were over $16 trillion (Chart .5.5.9). 
While some large pension plans manage their 
own portfolios without outside help, others 
may invest some portion of their portfolios with 
investment managers, 

Both public and private defined benefit (DB) 
plans remain significantly underfunded relative 
to the present value of their liabilities due to 
inadequate contributions, losses incurred in 
2007 and 2008, and, in the case of corporate 
plans, declines in liability discount rates. 
Estimates of aggregate, funded status vary. 

Some estimate that public DB plans were 75 
percent funded in aggregate as of year end 
2012, while private DB plans were 78 percent 
funded (Chart 5.5.10). Some private pension 
funds have received contributions to make 
up for shortfalls or have been able to adjust 
their benefit platjs to reduce future outlays. 
Even more underfunded are multiemployer 
private sector DB plans, which are only 48 
percent funded. Recent projections issued by 
the Pension Benefit Guaranty Corporation 
(PBGC) substantiate these concern.?. Based 
on these projections, which assume no 
changes cither in mullicinployer plan.s or in 
PBGC’s multiemployer program, there is a 56 
percent probability of insolvency in PBGC's 
mukiemployer program by 2022 and a 91 
percent probability of insolvency by 2032. 

In July 2012, the Governmental Accounting 
Standards Board (GASB) released 
modifications to accounting standards for 
public pensions. Among the most notable 
changes were valuation methods for pension 
assets and Iiabiliiie.s as well as enhanced 
disclosure requirements. As a result, industry 
analysis expect most public pension plans to 


Chart 5.5.7 Annual Net Worldwide Fund Flows 
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Chart 5.5.8 Mutual Fund Holdings 
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Chart 5.5.9 Retirement Fund Assets by Plan Type 
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Chart 5.5.10 Public and Private Pension Funding Level 
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Source: Goldman Sachs Asset Management, Note: 2012 figures 

Public Fund Survey, NASRA, NCTR are prelimuiary. 


Chart 5.5.11 U.S. Private Equity AUM 
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report a larger underfunded status despite 
unchanged plan economics; this is due mostly 
to the lower liability discount rate for already 
under-funded plans. Many analysts also 
anticipate chat public pension funding status 
will become more volatile year-on-year. Plans 
are beginning to adapt gradually to these 
changes, though full GASB implementation 
i.s not expected !o begin until fiscal years 20M 
and 2015. 

5.5.4 Private Equity 

U.S. private equity AUM increased to nearly 
$2 trillion in 2012 {Chart 5.5.11). Although 
leveraged buyout funds account for 39 percent 
of U.S. private equity AUM, advisers continue 
to diversify their investment strategies into such 
areas as real estate, natural resources, distressed 
assets, and emerging market opportunities 
(Chart .5.5.12). Following the 200.5 to 2007 
period of robust deal activity, advisers remain 
focused on realizing returns on historically 
high levels of existing portfolio investmcnt-s. 
Given the tepid environment for initial public 
offerings (IPOs), exits remain concentrated in 
sales to corporate buyers and to other private 
equity firms, In addition, private equity advisers 
continue to seek investment opportunities 
for over $500 billion in undeployed capital 
commitments stemming from record levels of 
fundraising during 2005 to 2007, 

5.5.5 Hedge Funds 

Hedge fund industry assets continued to 
grow in 2012, fueled by a balance of positive 
investment performance and net asset flows 
into the industry of $.54.4 billion (Chart 5.5.13). 
As of year end 2012, hedge funds managed 
approximately 52.22 trillion in assets, a 14 
percent increase from 2011 (Chart 5.5.14). 

Flow data indicate that larger, more established 
funds continued to receive a disproportionate 
share of capital inflows in 2012 (Chart 5.5.15), 
Institutional investors continued to show 
interest in hedge funds as an asset class in 
part because of the perception that they offer 
attractive volatility adjusted returns with less 
correlation to traditional asset classes. On 
an absolute basis, major hedge fund strategy 
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returns lagged some broader equity indices, 
such as the S&P 500, although, when adjusted 
for volatility, most strategies outperformed 
their benchmarks (Chart 5.5.16). According to 
available data, aggregate hedge fund balance 
sheet leverage remained in a modest range 
during calendar year 2012, in-line with the 
reduced levels of leverage observed since the 
2008 financial crisis. Hedge fund managers 
noted global and domestic risk events as well as 
concerns regarding the global economic growth 
outlook as factors subduing risk appetites. 

5,5.6 Exchange-Traded Products 
Early 20L3 marked the twentieth anniversary of 
the creation of the first U.S. exchange-traded 
fund (ETF). Most ETFs are registered under the 
Investment Company Act of 1940 (Investment 
Company Act) and may track a securities- 
based index or be actively managed. F.TFs are 
part of a broader category of exchange-traded 
investment products (ETPs), which may include 
not only funds that track commodities or other 
non-securities based indices, but also exchange- 
traded notes. Currently, all ETPs trade at an 
intra-day market price. 

Since their creation, ETPs have expanded 
from covering primarily equity markets to also 
include investments in commodities, currencies, 
and other non-securities instruments, such 
as precious metals, As of February 2013, ETFs 
comprised over 90 percent of ETP AUM. ETPs 
remain a popular investment vehicle, primarily 
used as a means to achieve expo.sure to a market 
sector or index in a manner potentially more 
efficient and cost-effective than a traditional 
mutual fund, investment product, or financial 
instrument. 

While the ETP industry is still a fraction of 
the size of the traditional open-end mutual 
fund industry, ETPs continue to outpace the 
growth of similar investment vehicles in overall 
asset accumulation. In 2012, the number 
of U.S.-listed ETFs grew to 1,131 products 
and ETF assets grew by 22 percent to SI. 29 


Chart 5.5.13 Change in Hedge Fund AUM 
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Chart 5.5.14 Hedge Fund Assets and Net Asset Flows 
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Chart 5.5.15 Hedge Fund Net Asset Flows by AUM 
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Chart 5.5.16 Hedge Fund Performance by Strategy 



Chart 5.5.17 ETP Net Assets by Product Type 
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trillion (Chart 5..’S.17). ETPs saw net inflows 
in 2012 (Chart .5.5.18); fixed income-based 
ETFs and international equity funds had 
particularly high growth relative to existing 
asset bases, consistent with asset inflows to 
similar investment vehicles. As discussed in the 
Councti's 2011 annual report, fixed income 
was widely viewed by industry observers as a 
likely avenue of growth for the ETP industry: 
this view materiali/ed primarily in the high- 
yield and investment-grade credit space as 
investors searched for yield in an environment 
of low interest rates. Combined, high-yield and 
investment grade ETPs saw a $S9.3 billion net 
inflow in 2012. 

The U.S. ETP market remains heavily 
dominated by passively-managed products that 
track widely-followed indices in equity, fixed 
income, and commodity markets. Furthermore, 
concentration among ETF fund sponsors 
remains high, with the top three spon.sors 
of ETFs accounting for about 80 percent of 
industry assets, Both asset growth and trading 
volumes are concentrated and the top 10 funds 
account for 36 percent of net ETP assets, As 
the landscape for passive index and .sector 
funds has become more .saturated, product 
sponsors have begun to focus on alternative 
strategie.s. For instance, some fund complexes 
have recently launched products focusing 
on volatility-adjusted returns, lower beta 
(volatility), and short-dated active fixed income 
strategies (a potential alternative to traditional 
money market funds), among others. 

There have been some regulatory developments 
in the U.S.-listed ETP space. In late 2012, the 
SEC lifted a 3-year moratorium on the use 
of derivative.s by actively-managed ETFs and 
the fund industry. This may have an effect on 
hedging activities and investor disclosures. The 
SEC is reviewing applications for products that 
make extensive use of derivatives. Additionally, 
some ETP providers have approached the SEC 
with proposals for new ways to operate actively- 
managed ETPs, such as disclosing holdings less 
frequently or disclosing a mirror portfolio daily, 
thereby balancing the need for protecting the 
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provider's active strategy with the need to create 
both a transparent as well as liquid basket of assets. 
Currently, actively-managed ETFs and certain index- 
based ETFs disclose their holdings daily. 

As the global ETP market continues to grow, market 
participants remain attentive to potential risks of 
ETPs, particularly synthetic European-listed ETPs, 
the risks of which may not yet be fully understood. A 
synthetic ETP typically aims to replicate the return 
of an index through a total return swap with a bank, 
whereas a physical-based ETP holds the actual index 
constituents. Some market participants continue to 
highlight the synthetic ETP structure as a potential 
transmission mechanism for risks. Furthermore, 
some regulators and market participants are 
concerned about the potential liquidity mismatch 
between the index that a synthetic ETP tracks and 
the securities pledged as collateral by its sponsor's 
swap counterparty. Synthetic ETPs are not common 
in the United Stales, due largely to the Investment 
Company Act’s prohibition of affiliated transactions, 
and represent a declining share of the European 
market. In fact, synthetic ETPs now comprise less 
than 40 percent of European ETP assets, down 
from about 45 percent of all European ETP assets in 
2009 to 2010. Some market participants continue to 
voice concerns about the potential for the affiliation 
between the ETP’s derivatives counterparty and 
the ETP sponsor to amplify counterparty risks. 

For example, European-based synthetic ETPs have 
traditionally had counterparties that are historically 
affiliates of the sponsor. As noted above, U.S.-listed 
ETFs are prohibited by the Investment Company Act 
from having affiliated derivatives counterparties. 

The continued development of new types of 
ETPs and similar products, such as leveraged and 
inverse-leveraged ETPs, is an ongoing trend in the 
market and a focus of regulators. Another focus for 
regulators is ETFs with less liquid underlyings, such 
a.s fixed income products discussed above. Finally, 
as the ETP market continues to evolve, the ongoing 
trend of concentration in the ETP market remains 
of interest. 


5.6 Financial Market Infrastructure 

5.6.1 Payment, Clearing, and Settlement 

U.S. payment systems, central counterparties 
(CCPs), securities settlement systems, and central 
securities depositories are the building blocks of 
the U.S. financial market infrastructure. Pay'tnent 
systems include wire transfer networks, automated 
clearinghouses, check clearing services, and 
payment card netw'orks. On the securities settlement 
side, Fedwire Securities Service and the Depo.sitory 
Trust Company provide services. 

In new developments, the Fixed Income Clearing 
Corporation’s (FICC) Mortgage-Backed Securities 
Division (MBSD) launched CCP services for 
U.S. MBS in April 2012. MBSD proce-sses pass- 
through MBS issued by Ginnie Mae, Fannie Mae, 
and Freddie Mac. MBSD also processes options 
trades for to-be-announced (TBA) transactions. 
Through netting and guarantees, the MBSD CCP 
reduces overall costs and risks in the MBS market. 
MBSD guarantees the completion of matched 
MBS trades in (he event that a counterparty to 
the trade defaults. In the final step of MBSD’s 
clearance process, it nets and novates certain poo! 
delivery obligations, which further reduces the 
amount of securities and payments to be delivered, 
and interposes itself as the counterparty to those 
obligations. The CCP is required to have an 
effective risk management framework lo protect 
itself from the risks associated with the provision 
of its services, including the risks associated with a 
member default. While the new MBSD CCP cleared 
a significant S104 trillion of transactions in agency 
MBS in 2012, the overall market is larger, and many 
bilateral agency MBS transactions are not submitted 
to the MBSD. Because most bilateral agency 
MBS transactions settle once a month, trading is 
conducted months in advance of the settlement 
date, the size of unsettled positions is substantial, 
and the transactions are not typically margined, 
unsettled MBS transactions can represent significant 
counterparty risk. To address this risk, the Treasury 
Market Practices Group, an industry group 
sponsored by the Federal Reserve Bank of New York, 
ha.s recommended ibat bilateral MB.S transactions 
be margined appropriately. 
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Pursuant to Title VUl of the Dodd-Frank Act, 
in July 2012, the Council designated eight 
U.S.-based financial market utilities (FMUs) 
as systemicaliy important. These FMUs are 
The Clearing House Payments Company 
LLC, on the basis of its role as operator of 
the Clearing Mouse Interbank Payments 
System, CLS Bank International (CLS), 

Chicago Mercantile Exchange, Inc. (CME), 

The Depository Trust Company (DTC), 

Fixed Income Clearing Corporation (FlCC), 

ICE. Clear Credit LLC (ICE Clear Credit), 
National Securities Clearing Corporation, 
and The Options Clearing Corporation 
(OptionsCC). The designation subjects 
these FMUs to enhanced risk-management 
standards, including stronger risk management 
requirements and annual examinations. The 
FMUs are subject to enhanced oversight by the 
appropriate Supervisory Agency, meaning the 
federal agency with primaryjurisdiction over 
the designated FMU under federal banking, 
securities, or commodity futures laws. Title VIII 
also provides the Federal Reserve discretionary 
authority to permit Federal Reserve Banks to 
establish accounts for and provide financial 
services to designated FMUs. In addition, 

FMUs that are clearing agencies must register 
with the SF.C under the Securities and 
Exchange Act of 1934. FMUs that are derivatives 
clearing organizations must register with the 
CFTC under section 5b of the Commodity 
Exchange Act, 

Under Section 807 of Title VIII of the Dodd- 
Frank Act, the CFTC and SEC are required 
to consult annually with the Federal Reserve 
regarding the scope and methodology for any 
examination of a designated FMU conducted 
under Section 807. The Federal Reserve is 
authorized to participate in any examination 
conducted under Section 807 of a designated 
FMLI for which it is not the supervisory agency. 
The CFTC is the supervisory agency for both 
the CME and ICE Clear Credit, and has 
accordingly engaged the Federal Reserve for a 
consultation for the first Title VIII examination 
of a designated FMU. The SEC is separately 
required by the Exchange Act to conduct 
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periodic examinations of registered clearing 
agencies, including those dual-registered as 
designated clearing organizations for swaps. 

In addition, the three agencies continue 
to participate in discussions about current 
risk management of swaps for systemically 
important derivative clearing organizations. 

The Basel Committee on Banking Supervision/ 
Committee on Payment and Settlement Systems 
(BCBS/CPSS) issued updated supervisory 
guidance in February 2013 on the settlement 
of FX transactions to supervisors and hanks, 
which replaces guidance from 2000." Since 
the 2000 guidance, payment-versus-payment 
(PVP) settlement systems, such as CLS, have 
significantly mitigated FX settlement risk; 
however, further FX settlement risks remain 
due to rapid market growth and undisciplined 
market practices. For enhanced risk reduction 
effectiveness, the revised supervisory 
guidance offers seven guidelines that focus on 
governance, replacement cost, and principal 
risk among other FX settlement-related risks. 

5.6.2 Derivatives Infrastructure 
G-20 leaders committed at the 2009 Pittsburgh 
Summit to improve the governance of 
derivative.'} market activities by year end 2012. 
The four resulting reforms focus on central 
clearing, trade repositories, electronic trading, 
and higher capital and margin on non-centrally 
cleared derivatives, Progress on the initiaiive.s 
has been mixed globally, with the U.S. having 
enacted the Dodd-Frank Act and established 
many regulations. In face of these broad 
transformations, notional outstandings of over- 
the-counter (OTC) derivatives and exchange- 
traded derivatives have moderated. 

Global Deiivativos Volumes 
In the 12 months endingjune 30, 2012, the size 
of the OTC derivatives market declined by 9.6 
percent to $639 trillion, while exchange-traded 
derivatives declined by 28 percent to $60 trillion 
according to the BIS survey of global market 
activity (Charts 5.6.1 and 5.6.2). Derivatives 
notional volumes declined in the first half of 
2012, with exchange-traded derivatives falling 


Chart 5.6.1 Global OTC Derivatives Market 
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Chart 5.6.2 Global Exchange-Traded Derivatives 
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Chart 5.6.3 Globa! OTC and Exchange-Traded 
Derivatives Growth 

indexed Growth As Of: 2012 Q4 Indexed Growth 
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Note; Notion^ v^ues, indexed 

Source; BtS. Haver Analytics such that 1 998 02 = 100. 


Chart 5.6.4 Exchange-Traded Derivatives Globalization 
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by a greater percentage than OTC derivatives 
(Chart .'i.e.S). The BIS OTC global survey 
reported gross notional outstandings of'S494 
trillion in interest rate derivatives, S66 trillion 
in FX derivatives, and $27 trillion in credit 
derivatives as of june SO, 2012. 

Data on the geographic trading locations 
of derivatives is limited, yet available data 
suggests that trading within the U.S. accounts 
for about one-third of derivatives activity on 
exchanges and OTC markets. As measured by 
number of contracts, two-thirds of exchange- 
traded derivatives were traded outside of North 
America in 2012 (Chart 5.6.4). The share 
of derivative.s volume traded on non-North 
American exchanges continued to increase 
over the past several years until 2012, when 
it declined to 66 percent from 69 percent. 

The most recent BIS Triennial Survey (2010) 
indicated that more than two-thirds of turnover 
in OTC interest rate derivatives took place in 
two countries, with the U.S, share trailing the 
U.K.. share, 24 percent to 46 percent, Further 
market information from the BIS derivatives 
market survey at June .30, 2012 estimates that 
outstanding credit derivative trades where both 
sides occur in the home country are 20 percent 
of trades, meaning that cross-border trades 
total 80 percent of all credit derivative trades. 
The.se figures highlight the importance of 
international coordination in derivatives market 
reforms. 

Trade Repositories 

In the United States, Title VII of the Dodd- 
Frank Act implements the G-20 trade reporting 
commitment. Prior to the Dodd-Frank 
Act, international major derivatives market 
participants in derivatives collaborated with 
global regulators to establish certain trade 
repositories that receive voluntary reports on 
credit, equity, and interest rates derivatives 
trades. Continued efforts resulted in a 
commodities trade repository in 2012 and an 
FX trade repository in 2013. Under Dodd-Frank 
and related rules, the details of cleared and 
non-centrally cleared U.S. activity-related swaps 
are required to be reported to a registered 
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Svvap Data Repository or Security-Rased Swap 
Data Repository (SDR) or to the CFTC or 
SEC, as appropriate, if no SDR is available. 

The CFTC established a phase-in period that 
staggers the reporting requirement for different 
market participants and products during 2012 
and 2013. The SEC is finalizing rules related 
to swap reporting for the products it oversees. 
Survey reports to the Financial Stability Board 
(FSB) indicate there are 14 trade repositories 
operating globally. Aggregation and 
understanding of derivatives data by regulators 
cottld be made more difficult if numerous 
trade repositories arise. The development of 
trade repositories in variousjurisdictions may 
be due in part to concerns about privacy and 
information sharing that would need to be 
overcome for regulators to develop the most 
complete understanding of global activity in the 
derivatives markets. 

According to the Depository Trust & Clearing 
Corporation’s (DTCC) public trade repository 
data, $23,7 trillion (notional) credit derivative 
contracts were outstanding on March 22. 2013 
(Chart 5.6.5), The trade repository shows that 
credit derivatives are comprised of 55 percent 
single-name credit derivatives and 45 percent 
credit indices and tranches, For complete credit 
derivative trade records, the trade repository’s 
copper (incomplete legal record and more 
bespoke) trades of about $3.7 trillion (last 
reported at December 31, 2010) need to be 
added to the $2.3.7 trillion gold (complete legal 
record) trades, This implies total notional 
value of credit derivatives outstanding is 
approximately $27.4 trillion. Finally, public data 
show interest race derivatives trades outstanding 
as of March 22, 2013 tallied $536,8 trillion, of 
which only 15 percent were deaier-to-dealer, 
while 58 percent were dealer versus CCP, and 
27 percent were dealer versus non-dealer 
transactions (Chart 5.6.6), 

Through portfolio compression, market 
participants reduce (or compress) the size of 
their respective swap portfolios. This results 
in fewer outstanding derivatives contracts and 
a lower gross notional size of their portfolio. 


Chart 5.6,5 Credit Derivatives Market 

As Of: 22-Mar.2013 
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Chart 5.6.6 interest Rate Derivatives Market 
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Several benefits accrue from reducing the 
number of individual bilateral transactions, 
including lower operational risk and reduced 
capital requirements. In the first half of 2012, 
rates derivatives were compressed by $25.7 
trillion and credit derivatives by $2.5 trillion. ‘- 
The industry reports that the cumulative effect 
of coinpre.ssion over the past several years has 
led to the elimination of nearly $230 trillion in 
notional value of credit and rates derivatives. 


Central Clearing of Derivatives 

The anticipation of Dodd-Frank requirements 
and G-20 commitments mandating central 
clearing of certain OTC derivatives transactions 
has led to an increase in the number of 
transactions concentrated in CCPs. A 
CCP reduces risks to participants through 
multilateral netting of trades and by imposing 
risk controls on its participants. Critical 
components needed to reduce risk through a 
CCP include robust risk management practices 
and adequate financial resources, 


hart 5.6.7 Notional Amounts Outstanding on CCPs 
by Asset Class 

Notional Amounts Outstanding on CCPs 
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The FSB Fourth Progres.s Report on 
Implementation of OTC Derivatives Market 
Reforms indicates that at mid-year 2012, there 
were approximately 12 OTC derivatives CCP.s 
globally, including some that clear multiple 
asset classe.s. At mid-year 2012, the notional 
amounts outstanding in those CCPs had 
risen by about 23 percent from year end 2010 
levels, reflecting movement of some activity to 
centralized clearing (Chart 5.6.7). Global policy 
initiatives seek to increase these shares and to 
implement central clearing by firms on behalf 
of their clients. 

CCP data .show that 45 percent of rates and 
1 1 percent of credit derivatives trades were 
centrally cleared aijune 30, 2012 at LCH. 
Clearnet and IntercontinentalExchange (ICE), 
respectively. The OTC derivatives market, 
as mentioned previously, is predominately 
compromised of interest rate derivative (IRD) 
contracts. The majority of those contracts are 
cleared on London-based LCH, Clearnet, which 
has been clearing rales contracts for more than 
a decade. At mid-year 2012, LCII.Clearnet’s 
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SwapClear indicates trade sides notional 
amounts of about $305 trillion against a total 
rates market size per BIS of $494 trillion (Chart 
5.6.8). Trade sides are both novated contracts 
resulting from the CCP interposing itself 
between a seller and buyer. LCH.Clearnet’s 
SwapClear further reports that the outstanding 
notional value of cleared IRDs has grown from 
about $70 trillion in 2007 to over $372 trillion 
in February 2013. The number of new IRDs 
cleared per month has risen from slightly over 
20,000 in 2007 to almost 188,000 in February 
2013. The credit derivatives market clearing 
volumes have also continued to grow, with 
U.S.-based ICE Clear Credit’s open interest 
increasing to $842 billion as of December 2012, 
with similar trends at ICE Clear Europe (Charts 
5.6.9 and 5.6.10). 


Chart 5.6.8 SwapClear Volume 
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Chart 5.6.9 ICE Cle^ Credit 


Given the increase in activity at CCPs, it is 
important that CCPs have in place robust risk 
management standards that keep pace with 
current and future growth. U.S. regulators 
have worked with other members of CPSS- 
IOSCO to revise international principles for 
all Hnancial market, infrastructures (FMls) 
to enhance risk management standards for 
payment, clearing, and settlement systems, 
culminating in the publication of the Principles 
for Financial Market Infrastructures (PFMI).'^ 
The PFMI, which were finalized in April 2012, 
seek to address the potential risks resulting 
from increased use of infrastructure such 
as CCPs. The CFTC, Federal Reserve, and 
SEC are taking into consideration the PFMI, 
consistent with Title VIII of the Dodd-Frank 
Act, in assessing whether further rulemaking 
is needed with respect to risk management 
standards applicable to the FMUs designated as 
systemicaily important. 

Many of the largc.st globally active financial 
institutions are members of CCPs or act 
as agent banks and/or liquidity providers 
to CCPs. As a result, it is critical that these 
institutions fully understand their potential 
liability in the event of a default by one or 
more members of a CCP. To help ensure that 
members understand and can anticipate 
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Chart 5.6.10 ICE Clear Europe 
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potential losses from participating in CCPs, CPSS- 
lOSCO finalized a framework requiring an FMI'^ 
to disclose information about its activities, risk 
profile, and risk itianageinenl practices to facilitate 
a comprehensive understanding of the FMI. In 
addition, the Payments Risk Committee, an industry 
group sponsored by FRBNY, developed a set of 
recommendations in support of a clearing member’s 
due diligence of CCPs to further address this issue.'® 

In the event of a CCP member default, the CCP 
uses the defaulting member’s initial margin and 
guarantee fund contribution to cover any losses. If 
losses exceed these amounts, the CCP may use its 
own resources and/or the default fund contribution 
of non-defaulting members. These pre-funded 
resources arc required to be sufficiently sized to 
cover the one or two largest exposures created 
by the participants in stress tests of extreme but 
plausible circumstances. Should that prefunded 
amount prove insufficient to cover losses, CCPs may, 
to the extent permitted by their rules, then require 
non-defaulting members to contribute additional 
funds. This mutualization of losses across non- 
defaulting members underscores the importance of 
members using the information made available to 
estimate their potential obligations in stress periods. 

Electronic Trading of Cleared Derivatives 
Dodd-Frank set forth requirements that align with 
the G-20 commitment to electronically trade and 
clear derivatives that are subject to clearing. Under 
the Dodd-Frank Act. transactions that are subject 
to clearing will be executed by counterparties on 
designated contract markets, exchanges, or the 
newly-developed security-based swap, or swap 
execution facilities (SEFs) unless the derivatives are 
not made available to trade. A SEF must register and 
may have dual registration with the CFTC and SEC. 
To promote more pre- and post-trade transparency, 
the Dodd-Frank Act requires the CFTC and SEC 
to e.stablish rules that define which swaps can be 
cleared and SEF core principles. Core principles 
focus on position limits, timely publication of 
trading information, and recordkeeping. CFTC 
transparency initiatives such as a proposed rule 
on a request-for-quote system to provide no fewer 
than five quotes to counterparties have proved to be 
problematic. Compliance with certain SEF-related 
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rules applies to registered persons, so until release 
of final rules on SEF registration, the related rules 
will not come into effect. 

Margin and Capita! Initiatlvss for NotvC.'intrpJiy- 
Cleared Deriyatives 

In the United Slates, global coordination continues 
to inform the federal prudential regulators’ 

(OCC, Federal Reserve, FDIC, E'arm Credit 
Administration (FCA), and FHFA), CFTC's, and 
SEC’s review of their proposed rules on the G-20 
margin and capital commitments for non-centraily 
cleared derivativc.s. The BCBS/IOSCO Working 
Group on Margin Requirements (WGMR) Second 
Consultative Document (Febuary 2013), prepared in 
consultation with the CPSS and the Committee on 
the Global Financial System {CGFS), recommends 
that all financial firms and systemically important 
nonfmancia! entities that engage in non-ccntrally 
cleared derivatives exchange two-way initial 
and variation margin for non-centraily cleared 
derivatives, to be applied on a prospective basis. 
Industry practice has been to exchange variation 
margin and to collect initial margin only in some 
circumstances, In drafting the Consultative 
Document, global regulators have been mindful that 
the collateral requirements for non-cenirally cleared 
derivatives should be stricter than those of CCPs, to 
reflect the less liquid nature of bilateral derivative 
contracts and as a means to incentivize use of 
CCPs. The initial margin proposal could potentially 
have a material quantitative impact {see Box D: 
Collateral Availability), The WGMR has engaged in 
a quantitative impact study (QIS) to gauge the need 
for collateral chat the proposed rule would require, 

Some market participants have voiced concerns 
about the potential shortage or scarcity of collateral 
and its impact on market functioning and pricing, 

In response to potential collateral scarcity, various 
initiatives have emerged. For example, many have 
suggested that regulators broaden the types of 
assets chat qualify as eligible collateral (subject to 
appropriate haircuts) to assist market participants 
in collateralization alternatives. In the case of 
non-cencrally cleared OTC derivatives margin, 

80 percent is posted in cash according to the 
International Swaps and Derivatives .Association’s 
(ISDA) margin survey."' EJowever, incremental 



initial margin is anticipated to include a 
higher fraction of non-cash eligible collateral. 
Furthermore, collateral transformation trades 
such as collateral swaps (see Section 5.2.4 
For an explanation of such trades) might 
lead to wider collateral availability. Collateral 
transformation could channel risk in new ways, 
resulting in additional counterparty exposures 
and increased market interconnectedness while 
concentrating lower-quality assets with banks or 
providers of collateral transformation services. 

Margin requirements have the potential to 
be procyclical. This is because margins and 
collateral haircuts increase when market 
volatility rises. As a result, demand for eligible 
collateral could jump .significantly in response 
to market stress, forcing market participants 
to exit positions quickly if they do not have 
continued access to eligible collateral, which 
exacerbates volatility. Some industry experts 
anticipate that margin requirements under 
stressed market conditions could perhaps raise 
collateral requirements by multiples, not just 
percentages. Through-ihe-cycle margining 
to stressed market conditions can potentially 
alleviate such procyclicality, but it comes at 
the cost of lower leverage in benign periods, 
hiitial margins fixed at the trade date can 
also help to mitigate procyclicality. While 
reform efforts have attempted to reduce the 
procyclicality of margin setting, they do not 
prohibit market participants from behaving in a 
procyclical manner. 



148 


BOX O: COLLATERAL AVAILABILITY 


The availability of global non-cash eligible cdiaterai few 
certain transactions is likely to be affected by financial 
market reforms. Such reforms include the mandatory 
clearing of certain derivatives, margin requirements for 
many non-centraliy cleared derivatives, restriettons on 
the ability to re-hypothecate collateral, and the Basel III 
liquidity standards. Eligible collateral refers to a pod of 
liquid assets that can be pledged for the purchase and 
sale of risky assets or derivatives by financial market 
participants. Non-cash eligible coilaterai is estimated 
at $74 trillion {Chart D.1). The increased demand for 
coilaterai proposed by these reforms w/iil be phased into 
the market over an extended time period; there is no 
immediate collateral cliff overshadow/ing the market. 


Cliart D.1 Outstanding Amounts of Marketable Potentially 
Safe Assets 
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CompBation of several international regulatory studies 
suggests increased eligible collateral needs will be 
approximatdy $3.5 trillion globally, amounting to a material 
4.0 percent of the $74 trillion estimate of outstanding 
global eligible collateral (Chart D.2). However, the 
increments eligible cdiaterai estimates are likely 
conservative, and the full impact of the reforms is not 
expected until the end of 2019. In addition, the estimates 
do not yet account for the downward revision of Basel 
fiquidfty requirements that was announced in January 
2013. Though the cost of financing these incremental 
uses of eligible collateral may be substantial, the modest 
percentage use of the large stock of eligible collateral, 
efforts by banks to reduce their LCR requirements by 
reducing their estimated 30-day net cash outflow, 
and the market’s flexibility to adjust the supply of available 
eligible collateral, is expected to mitigate some of 
these pressures. 


Chart 0.2 Compilation of Potential Impact on Global 
Eligible Collateral 
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The CCP cleared swap market's incremental initial magin 
need of $0.3 trillion draws from the WGMR’s Second 
Consultative paper which identified future increases 
in cleared swaps and a rule of thumb for related initial 
margin amounts. The $0,9 trillion incremental demand 
for non-oentraliy cleared derivatives assumes a threshold 
for counterparties of €50 million. Much of the incremental 
margin will likely be held in the form of non-cash coilater^. 
Industry and regulatory entities have considered whether 
stressed margins would actually reflect the market- 
imposed margins in a time of extreme financial sfress. 

The Basel ill CIS for the LCR suggests that banks wiB 
need to raise up to $2.3 trillion in additional world-wide 
high-quality liquid assets (HQLA). The ongoing QiS on 
the revised standard is likely to result in lower incremental 
estimates, A number of global banks may cBready meet 
the revised minimum standards, suggesting that the 
estimated additional HQLA may be overstated in 
this sense. 

The non-regulafory external factors, such as increased 
OECD and supranational debt, central bank monetsu-y 
intervention, and a decreased pool of U.S. GSE debt, may 
have a net positive material incremental impact on the 
supply of eligible collateral. The combined impact of these 
factors is estimated to add approximately $2.5 trillion 
of additional eligible collateral over coming years, thus 
mitigating the increased collateral demand arising from 
regulatory initiatives, 
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Rfgulatoiy Developments; ( t )i iiu il \( 1 a ■(.* 


Since the Council’s 2012 annual report, Dodd-Frank Act implementation included further 
strengthenitig of supervision, capita!, and risk-inanageineiit standards for financial institutions and 
financial market utilities; procedures for periodic supervisory and company-run stress tests; rulemakings 
related to the orderly liquidation authority; regulation of the derivatives markets to reduce risk and 
increase transparency: new standards to protect mortgage borrowers and reduce risks in the mortgage 
market; and other measures to enhance consumer and investor protection. 

In addition, the Council has continued to fulfil! its mandate. In particular, the Council is evaluating 
nonbank financial companies for potential designation for Federal Reserve supervision and enhanced 
prudential standards, and the Council issued a proposed recommendation on money market mutal 
fund (MMF) reforms. The Council also continued to monitor potential risks to U.S. financial stability 
and served as a forum for discussion and coordination among the member agencies. The following 
is a discussion of the significant implementation progress the Council and its member agencies liave 
achieved since the Council’s 2012 annual report. 

This section covers (1) the safety and soundness of financial institutions; (2) financial infrastructure, 
markets, and oversight; (3) consumer and investor protection; (4) data standards; and (5) Council 
activities, A special topic discussed in this section covers international coordination on derivatives 
reform, including global margining. 

6.1 Safety and Soundness 

6.1.1 Enhanced Prudential Standards, Supervision, and Capital Standards 

Framework for Consolitlatfid Supervision of Large Firtancia} instittitions; 

The Federal Reserve i.ssued a new framework for the con.solidated snpervLsion of large financial 
in.slitutions in December 2012. This framework strengthens traditional micjoprudential supervision and 
regulation to enhance the safety and soundness of individual firms, and incorporates macroprudential 
consideratioivs to reduce potential threats to the stability of the financial system. 

The new framework has two primary objectives; 

• Enhancing the resiliency of a firm to lower the probability of its failure or inability to serve as 
a financial intermediary. Each firm is expected to ensitrc that the consolidated organization 
(or the combined U.S. operations, in the case of foreign banking organizations (FBOs)) and its 
core business lines can survive under a broad range of internal or external stresses. This require.? 
financial resilience by maintaining sufficient capital and liquidity, and operational resilience by 
maintaining effective corporate governance, risk management, and recovery planning. 

• Reducing the impact on the financial .system and the broader economy in the event of a lirm’.s 
failure or material weaknes.s. Each firnt is expected to ensure the sustainability of its critical 
operations and banking offices under a broad range of Internal or external sirc.s,scs. This 
requires, among other things, effective resolution planning that addresses the complexity and 
the interconnectivity of the firm’s operations. 
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The framework is designed to support a tailored supervisory approach chat accounts for the unique risk 
characteristics of each firm and applies to (1) Large Institution Supervision Coordinating Committee 
(LISCC) firms, which are the largest, most complex U.S. and foreign financial organizations subject to 
consolidated supervision by the Federal Reserve; (2) other large domestic bank and savings and loan holding 
companies (SLHCs); and (3) FBOs with combined assets of U.S. operations of $50 billion or more. 

The consolidated supervision frainevw)rk for large financial institutions is being implemented hi a 
multi-stage approach. 

EnhancRti Prudential Standards and Early Remediation Requirements for Foreign Banking DrganizatioriS 

In December 2012, the Federal Reserve issued a notice of proposed rulemaking (NPR) to implement the 
enhanced prudential standards and early remediation requirements in Sections 165 and 166 of the Dodd- 
Frank Act for large FBOs. The proposal generally applies to FBOs with a U.S. banking presence and total 
global consolidated assets of $50 billion or more. More stringent standards were proposed for FBOs with 
combined U.S. assets of $50 billion or more. 

The proposal would implement: 

• A U.S. intermediate holding company requirement- An FBO with both $50 billion or more in global 
consolidated assets and U.S. subsidiaries with $10 billion or more in total assets would generally be 
required to organize its U.S. subsidiaries under a single U.S. intermediate holding company (IHC). 
Direct U.S. branches and agencies of FBOs would remain outside the U.S, IHC. 

• Risk-based capital and leverage requirements. IHCs of FBOs would be subject to the same risk-based 
and leverage capital standards applicable to U.S. bank holding companies (BHCs), 

• Liquidity requirements. The U.S. operations of FBOs with combined U.S. assets of $50 billion or 
more would be required to meet enhanced liquidity risk-management standards, conduct liquidity 
stress tests, and hold a 30-day buffer of high-quality liquid assets. 

• Other requirements: The proposal also includes measures regarding capital stress tests, single- 
counterparty credit limits, risk management, and early remediation, 

Under the proposal, FBOs with global consolidated assets of $50 billion or more on July 1, 2014 would be 
required to meet the new standards on July 1, 2015. 

Revised Basel ill Liqtiidity Coveraqe Ratio 

The Basel Commitie on Banking Supervision (BCBS) issued the full text of the revised Liquidity Coverage 
Ratio (LCR) on January 7, 2013. The LCR is one of the BCBS’s key reforms to strengthen global capital and 
liquidity regulations with the goal of promoting a more resilient banking sector. The LCR was first publi.shed 
in December 2010. The LCR generally requires a bank’s unencumbered high-quality liquid assets to equal or 
exceed 100 percent of its stressed net cash outflows over a 30-day period. 

The revisions issued in January 2013 incorporated amcndmcnis lo broaden the definition of high-quality 
liquid assets and relaxed liquidity run-off as.stimplions used to calculate .stressed net cash outflows. These 
revision,s would generally moderate the impact of the earlier version but made some parameters more 
stringent. Tbe BCBS has agreed to a revised timetable for the standard to be implemented byjanuary 1, 
2015. In the first year, banking organizations would be subject to a LCR requirement of 60 percent. The 
LCR requirement would increase by 10 percentage points each year, reaching a 100 percent requirement on 
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January I, 2019. However, the BCBS also allows for a more accelerated phase-in. The exact phase-in for the 
United States has not been determined. 

In the spring of 2013, the BIS updated the ongoing LCR quantitative impact study (QIS) to assess global 
impact estimates on which the January 2013 revisions were based. The next QIS is expected to be completed 
in the summer of 2013. The FDIC, the Federal Resent, and the OCC are workingjointly to develop a 
proposed rule that would implement the LCR in the United States. 

Risk-Management Standards for DesigriatecI FMlis 

Title VIII of the Dodd-Frank Act establishes a new supervisory framework for financial market utilities 
(FMUs) designated by the Council as systemically important. FMUs manage or operate multilateral systems 
for the purpose of transferring, clearing, or settling financial transactions. The new framework inc ludes 
holding designated FMUs to enhanced risk-management standards. In July 2012, the Council designated 
eight FMUs as systemically important. 

Section 805(a)(1) of the Dodd-Frank Act requires the Federal Reserve, in consultation with the Council and 
the supervisory agencies, to prescribe risk-management standards for designated FMUs that are supervised 
by the Federal Reserve under Title VIII. Under Section 805(a)(2), the CFTC and SEC may each prescribe 
regulations, in consultation with the Council and the Federal Reserve, containing risk-management 
standards for designated clearing entities they supervise. Risk-management standards prescribed under 
Section 805 must (1) promote robust risk management; (2) promote safety and soundness: (.3) reduce 
systemic risks; and (4) support the stability of the broader financial sy.stem. Furthermore, Section 805 also 
directs the supervisory agencies to take into consideration relevant international standards and existing 
prudential requirements when prescribing Title VIII risk-management standards. 

Section 806 of the Dodd-Frank Act requires the supervisory agencies to prescribe regulations regarding 
a requirement for designated FMUs to provide a 60-day advance notice to its supervisory agency of any 
proposed changes to its rules, procedures, or operations that could materially affect the nature or level of 
risks presented by that FMU. 

On July 30, 2012, the Federal Reserve adopted Regulation HH implementing the risk-management standards 
and advance notice provisions of Title VIII. The Federal Reserve coordinated closely with the CFTC and 
SEC in developing its rules in order to promote consi-stency and consulted with other member agencies, 
Regulation HH establishes the minimum expectations in areas of ri.sk management, including counterparty 
credit risk, settlement finality, default management, operational reliability, and governance for designated 
FMUs for which the Federal Reserve is the supervisory agency. To date, two of the eight FMUs designated by 
the Council are payment systems to which Regulation HH applies. 

Siiort-Term Investnient Funtls 

The OCC adopted a final rule in October 2012 to revise requirements for national banks, federal savings 
as.sociaiions, and federal branches of foreign hanks that act as a fiduciary and manage short-term 
investment funds (STTFs). The final rtile, which hecoine.s effective on July 1, 2013, was informed by the 
SEC’s amendments in 2010 to Rule 2a-7 under the Investment Company Act. The final rule adds safeguards 
designed to address the risk of Ios.s to a STIF’s principal, including measures governing the nature of a STIF’s 
investments, ongoing monitoring of its mark-io-market value, and forecasts of potential changes in a STIF’s 
mark-to-market value under adverse market conditions. The final rule also requires greater trairsparency and 
regulatory reporting on a STIF’s holdings, as well as procedures to protect fiduciary account.s from undue 
dilution of their participating interests in the event that the STIF loses the ability to maintain a stable net 
asset value. 
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Leveraged Lenciing 

On March 21, 2013, the OCC, the Federal Reserve, and the FDIC adopted, after notice and comment, 
updated guidance for leveraged lending by the banking agencies' supervised entities. While leveraged 
lending declined during the crisis, volumes have since increased and underwriting practices have loosened. 
The revised guidance provides greater clarity regarding supervisory expectations for a sound risk 
management framework, clear underwriting standards, effective pipeline management, strong reporting and 
credit analytics, and appropriate risk grading. The guidance applies to all financial institutions supervised by 
the banking agencies that engage in leveraged lending activities. 

6.1.2 Dodd-Frank Stress Tests and Comprehensive Capital Analysis and Review 

In 2012, the Federal Reserve, OCC, and FDIC finalized rules to implement the stress testing requirements of 
Section 165 of the Dodd-Frank Act for financial companies with over $10 billion in total consolidated assets. 
Section 165 sets forth two stress testing regimes: a supervisory stress test framework that is conducted by 
the Federal Reserve and is discussed more fully in Section 5.3.1, and company-run stress tests that certain 
financial companies are required to conduct annually, pursuant to regulations prescribed by the company's 
primary financial regulator, BHCs with $50 billion or more in total consolidated assets and nonbank financial 
companies supervised by the Federal Reserve are also required to conduct semi-annual company-run stress 
tests. The federal banking agencies collaborated extensively on their rules to help ensure that they were 
consistent and comparable. The rules define “stress lest,” establish methods for the conduct of the company- 
run stress tests that must include at least three different scenarios (baseline, adverse, and severely adverse), 
establish the form and content of reporting, and compel the covered institutions to publish a summary of the 
stress test results. 

The Dodd-Frank Act supervisory stress tests and the annual company-run stress tests are conducted under 
common scenarios (baseline, adverse, and severely adverse), provided by the Federal Reserve with respect to 
the supervisory stress test and the appropriate federal banking agencies with respect to the an nual company- 
run stress tests. The mid-cycle, company-run stress test required for covered companies uses scenarios 
designed by the firms, Certain institutions with total consolidated assets of $50 billion or more were required 
to start their company-run stress testing under these rules in 2012, while covered companies with more than 
$10 billion but less than S50 billion in total consolidated assets, as well as BHCs with total consolidated assets 
of $50 billion or more that did not participate in the 2009 Supervisory Capital Assessment Program (SCAP), 
are not required to start stress testing until 2013. The company-run stress tests began with the release of stress 
scenarios by the federal banking agencies on November 15, 2012, and were recently concluded, with covered 
companies releasing a summary of their results in March 2013. 

The annual company-run sire.ss test is conducted concurrently with the Federal Reserve’s Comprehensive 
Capital Analysis and Review (CCAR) of the largest BHCs. The Federal Reserve has aligned the timing of the 
Dodd-Frank Act stress tests and CCAR, which facilitates comparative analysis of the results of the Dodd-Frank 
Act supervisory stress test and CCAR post-stress analysis. On March 7, the Federal Reserve released the results 
of the Dodd-Frank Act supervisory stress tests. In particular, the Federal Reserve disclosed the results of its 
stress test conducted vmder the supervisory severely adverse scenario, w’hich included firm-spccific results 
based on the projections made by the Federal Reserve of each BHC’s losses, revenues, expenses, and capital 
ratios over a nine-quarter planning horizon. On March 14. the Federal Reserve disclosed the summary results 
of the CCAR 2013 exercise. The Federal Re-serve approved the capital plans of 14 BHCs. Two other BHCs 
received conditional approval, while the Federal Reserve objected to the plans of two other BHCs. 
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6.1.3 Orderly Liquidation Authority and Resolution Plans 

Orderly Liquidation Autiiority 

Title II of the Dodd-Frank Act establishes a new framework, the orderly liquidation authority (OLA), to 
address the potential failure of a BMC or other financial company when the failure of the (inanciai company 
and its resolution under the Bankruptcy Code or otherwise applicable federal or state law would have serious 
adverse effects on (inanciai stability in the United States. Under OLA, the FDiC would generally act as 
receiver of the financial company and would resolve the company as provided in OLA. 

Section 210 of the Dodd-Frank Act also requires the FDIC “to coordinate, to the maximum extent possible” 
with appropriate foreign regulatory authorities in the event of a resolution of a covered company with 
cross-border operations. The FDIC and U.K. authorities have made substantial progress in identifying and 
overcoming impediments to resolution, and in December 2012, the FDIC and the Bank of England (BOE) 
published a joint paper that detailed tbeir respective approaches to the resolution of a systemically important 
financial institution with operations in both jtirisdictions. The FDIC is continuing to rsegotiatc memoranda 
of understanding with certain foreign counterparts that provide a formal basis for information sharing and 
cooperation relating to resolution planning and implementation under the legal framework of the Dodd- 
Frank Act. In recent months, the FDIC concluded such memoranda with regulatory authorities in three 
jurisdictions. In addition, the FDIC and the European Commission have formed a senior staff-level working 
group to discuss issues related to deposit insurance and the resolution of banks and systemically important 
financial institutions. The group convened its initial meeting in February 2013 and plans additional meetings 
in 2013. 

In October 2012, the FDIC adopted, after notice and comment, a final rvile clarifying the conditions and 
requirements governing the FDIC's exercise of its authority to enforce certain contracts of subsidiaries or 
affi!iate.s of a financial company placed into OLA notwithstanding contract clauses that purport to terminate, 
accelerate, or provide for other remedies ba.sed on the insolvency, financial condition, or receivership of the 
financial company, In addition, the FDIC will be proposing additional rules to implement or clarify certain 
other aspects of OLA, as necessary. 

Section 210 of the Dodd-Frank Act reqtiire.s promttlgation of regulations requiring financial companies to 
maintain records with respect to qualified financial contracts (QFCs) that are determined to be necessary 
or appropriate to assist the FDIC as the receiver of a financial company. QFCs include securities contracts, 
commodity contracts, forward contracts, repurchase agreements, swap agreements, and any similar 
agreement determined by the FDIC. It is expected that a proposed QFC recordkeeping rule will be issued in 
the near future. 

Resolution Plans 

Section 165(cl) of the Dodd-Frank Act requires nonbank financial companies designated by the Council for 
supervision by the Federal Reserve and BHCs (including FBOs treated as BHCs) with total consolidated assets 
of $50 billion or more (covered companies) to report periodically to the Federal Reserve, the FDIC, and the 
Council with plans — also referred to as living wills — for their rapid and orderly resolution under the U.S. 
Bankruptcy Code in the event of material financial distress or failure. The Federal Reserve and the FDIC 
must review each plan and may jointly determine that a resolution plan is not credible, or would not facilitate 
an orderly re.soluiion of the company under the U.S. Bankruptcy Code. If the Federal Re.serve and FDIC 
jointly determine that a resolution plan is not credible or would not facilitate an orderly resolution under the 
Bankruptcy Code, then the company must resubmit the plan with revisions, including any proposed changes 
in business operations or corporate structure, that demonstrate that the plan is credible and would result in 
orderly resolution under the Bankruptcy Code. 
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In November 2011, the FDIC and the Federal Reserve published a joint final rule that implements the 
resolution plan requirement. In accordance with the joint final rule, covered companies with $250 billion 
or more in total nonbank assets (or. In the case of a foretgn-hased covered company, $250 billion or more in 
total U.S. nonbank assets) were required to submit their resolution plans to the Federal Reserve and the FDIC 
by July 1, 2012. Covered companies with at least $100 billion (but less than $250 billion) in total nonbank 
assets (or at least $100 billion, but less than $250 hilHon in total U.S. nonbank assets, for a foreign-based 
covered company} must submit their initial plans by July I, 2013. Covered companies with less than $100 
billion in total nonbank assets must submit their initial plans by December 31, 2013. 

Eleven covered companies filed resolution plans with the Federal Reserve and the FDIC in 201 2. The Federal 
Reserve and the FDIC have reviewed these plans and on April 15, 2013, issued guidance to the companies 
based on the agencies’ review of the plans submitted in 2012. The Federal Reserve and the FDIC also 
extended the deadline for filing tipdated reports, from July 1, 2013 to October 1. 2013, to give companies 
additional time to address the guidance. 

6.1.4 insurance 

FIO and state regulators serve on the International Association of Insurance Supervisors (lAIS) Executive 
Committee and other lAIS committees and subcommittees, including the Technical Committee and the 
Financial Stability Committee (FSC). One of the responsibilities of the Technical Committee is to direct the 
development of the Common Framework for the Supervision of Internationally Active Insurance Groups 
(lAIGs), which will be an integrated, multilateral, and multidisciplinary framework for the group-wide 
supervision of lAIGs. Also, through service on the FSC, FIO, state regulators, and the NAIC participate 
extensively in the process of identifying global sysiemically important insurers (G-Slls) and the policy 
measures to be applied to any designated insurer. The lAIS released a proposed methodology in May 2012 
and proposed policy measures in October 201 2. As <iirected by the FSB, the lAIS will finalize its list of G-SIIs, 
methodology, and policy measures in 2013. 

In early 2012, FIO hosted the in.surance leadership of state regulators, the European Commission, and the 
European Insurance and Occupational Pensions Authority to partner in a dialogue and related project. The 
goal of this project is to increase mutual understanding and enhance cooperation between the European 
Union (EU) and the United States in order to promote business opportunity, consumer protection, and 
effective supervision. The .steering committee for the project assembled separate technical committees to 
analyze and compare the EU and U.S. regimes on seven topics: (1) professional secrecy and confidentiality; 

(2) group supervision; (3) solvency and capital requirements; (4) reinsurance and collateral requirements; 

(5) supervisory reporting, data collection, and analysis; (6) supervisory peer reviews; and (7) independent 
third party review and supervisory on-site inspections. In December 2012, the steering committee published 
an agreed-upon way forward that defines common objectives and initiatives leading to improved convergence 
and compatibility between the EU and the United States. 

Insurance regulators, through the NAIC, continue work on updating the Insurance Financial Solvency 
Framework. NAIC adopted the Own Risk and Solvency Assessment (ORSA) Model Law last year to establish 
the ORvSA filing requirement and the Valuation Manual, which will allow sfate.s to con.sider adoption of 
the Standard Valuation Law to implement principles-based reserving. The NAIC continues to work on 
implementation of the revised Credit for Reinsurance Model Law and Regulation, and state regulators are 
implementing the revised Holding Company Model Law and Regulation, including the Enterprise Risk 
Report, upon adoption by state legislatures. 

The Council will also continue to monitor relevant domestic and international financial regulatory proposals 
and developments involving insurance. 
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6.1.5 Mortgage-related Litigation/Settlements 

In January 2013, the OCC and the Federal Reserve announced a $9.3 billion agreement with 
13 mortgage loan servicers to resolve the 13 servicers’ obligations to conduct an independent 
foreclosure review. The review was required by enforcement actions taken against the 13 servicers 
by the Federal Reserve, the OCC, and the Office of Thrift Supervision (OTS) in 2011 and 2012 to 
address deficiencies in mortgage foreclosure processing. The $9.3 billion in settlement funds will be 
allocated as follows; 

• Approximately 4.2 million borrowers who w'enl through foreclosure from 2009 to 2010 
at the 13 servicers will receive cash payments totaling $3.6 billion. 

• The remaining s$5.7 billion w'ill go to providing other assistance to borrowers, such as 
forgiveness of deficiency judgment!!, loan modifications, and principal reductions, support 
for borrower counseling and education, and other foreclosure prevention activities. 

On January 6, 2013, Bank of America and Fannie Mae reached a settlement that resolved 
Fannie Mae’s currently-out.standing and expected repurchase requests arising from breaches of 
representations and warranties on loans sold to Fannie Mae hy Bank of America and Countrywide 
from 2000 to 2008. Bank of America will pay Fannie Mae approximately $10.3 billion, attributed as 
follows: 


• Cash payment to Fannie Mae ($3.55 billion). 

• Repurchase of approximately 30,000 loan-s ($6.75 billion). 

On February 9, 2012, the Department ofjusiice (DOJ). Department of Housing and Urban 
Development (HUD), and 49 slates announced a $25 billion settlement (the National Mortgage 
Settlement) with Bank of America, Wells Fargo, JPMorgan Chase. Citigroup, and Ally Financial/ 
GMAC, Under the settlement, the five banks would be released from liabilities related to 
robo-signing and other forms of servicer abuses. In exchange, the five servicers mu.si comply with 
new servicing standards and provide for about $25 billion in assistance towards the following; 

• Principal reduction and other assistance to borrowers (S17 billion). 

• Refinancing underwater borrowers ($3 billion). 

• Making direct cash payments to foreclosed borrowers ($1.5 billion). 

• Funding government consumer protection and foreclosure prevention efforts ($3,5 billion). 

In conjunction with the announcement of the National Mortgage Settlement, the Federal Reserve 
and the OCC announced penalty actions against the same five servicers for deficiencies in mortgage 
foreclosure proce,ssing that were addressed in the agencies’ April 2011 enforcement actions against 
those servicers. The Federal Reserve’s penalties were just under $770 million, while the OCC’s action 
levied approximately $400 million in penalties. 

6.2 Financial Infrastructure, Markets, and Oversight 

6.2.1 Over-the-Counter Derivatives Reform 

Title VII of the Dodd-Frank Act establishes a comprehensive new regulatory framework for swaps 
and security-ba-sed swaps. Among other things, the legislation; (1) provides for the registration and 
comprehensive regulation of .swap dealers, security-based swap dealers, major swap participants 
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(MSPs), and major security-based swap participants; (2) imposes clearing and trade execution requirements 
on standardized derivative products; and (3) creates robust recordkeeping and real-time reporting 
requirements with respect to swaps and security-based swaps. Title VII provides that the CFTC will regulate 
“swaps ” the SEC will regulate “security-based swaps,” and the CFTC and SEC will jointly regulate “mixed 
swaps.” 

In July 2012, the SEC and CFTC approved foundational Joint final rules to further define the terms “swap,” 
“security-based swap,” “mixed swap," and “security-based swap agreement.” This effort followed the CFTC’s and 
the SEC's April 2012 adoption ofjoinl final rules, which furl her defined the term.s “.swap dealer,” “scctirity-bascd 
swap dealer,” major swap participant," “major security-based swap participant,” and other terms. The entity and 
product definitional rules went into effect in July and October 2012, respectively, and triggered compliance with 
other final rules adopted previously by the CFTC. The effectiveness of these rules did not trigger compliance 
with certain other rules the SEC is adopting under Title VII. 

SV'^ap and Security-Based Swap Begulatnry Reform 

A number of significant elements of the CFTC’s swap regulatory' regime became effective in the fourth 
quarter of 2012 and in the first quarter of 2013. Swap dealer registration began in advance of December 
31, 2012, and 73 swap dealers and 2 MSPs provisionally registered with the CFTC as of March 2013. Other 
entities are expected to register over the course of 2013 once they exceed the de minimis threshold for swap 
dealing activity. Swap dealers (and MSPs) are .subject to a number of specific regulatory standard.s, including 
internal and external business conduct, recordkeeping and documentation requirements, and real-time and 
regulatory reporting obligations. 

The CFTC adopted a final rule in July 2012 implementing an exception to the clearing requirement for 
nonfinancial entities and small financial institutions that use swaps to hedge or mitigate commercial risk, 
known as the end-user exception. The final rule exempts banks, savings associations, farm credit institutions, 
and credit unions with total assets of SIO billion or less from the definition of “financial entity,” making 
such “small financial instiuuions" eligible for the end-user exception. The CFTC also proposed a rule in 
August 2012 that would exempt swaps between certain affiliated entities within a corporate group from the 
clearing requirement. The proposed rule details spcciftc conditions that counterparties must .satisfy to elect 
the proposed inter-affiiiate clearing exemption. The proposed rule also includes reporting requirements for 
affiliated entitie.s that would use the proposed exemption. In December 2012, the CFTC also adopted further 
proposed guidance on cross-border issues relating to the Implementation of Title VII of the Dodd-Frank Act. 

On December 31, 2012, swap dealers began reporting swap transaction data to swap data repositories (SDRs) 
for the purposes of real-time public reporting and regulatory reporting of interest rate swap transactions and 
credit default swap (CDS) transactions based on broad-based indices. Reporting to SDRs by swap dealers and 
certain MSPs for the purposes of real-time public reporting and regulatory reporting in the interest rates, 
credit, equity, foreign exchange (FX), and other commodity (including agricultural and energy swap-s) swap 
asset classes continued, or began, on February 28, 2013. An April 2013 CFTC staff no-action letter established 
relief for real-time and regulatory reporting deadlines for non-swap dealer and non-MSP counterparties. 
Those that are financial entities (per CEA section 2(h)(7)(C)) began reporting swap transaction data on April 
10, 2013 for interest rate and credit default swaps and will report data beginning May 29. 201.3 with respect 
to equity, FX, and commodity swaps. Non-swap dealer and non-MSP counterparties, that are not financial 
entities, will begin swap data reporting on a staggered basis in the second half of 201.3. 

A third key milestone in swap regulatory reform was achieved in November 2012, with the CFTC’s adoption 
of the first clearing requirement determinations. A significant portion of interest rate and credit default 
swaps will be brought into central clearing, such as four classes of interest rate swaps (fixed to floating, ba.sis, 
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forward rate agreements, and overnight index swaps) and two classes of CDS indices (North American 
and European untranched credit derivatives indices). Compliance for central clearing will be phased 
in throughout 2013, Swap dealers and the largest hedge funds were required to begin clearing certain 
standardized swaps on March II, 2013, and other financial entities will follow on June 10. Accounts managed 
by third-party investment managers and Employee Retirement Income Security Act (ERIS.A) pension plans 
will have until September 9, 2013 to begin clearing. 

The CFTC previously adopted a comprehensive set of rules for risk management by swap clearing houses, 
and in June 2012 published rules to implement tbe core principles and other requirements for designated 
contract markets, where both futures and swaps may be listed for trading. The compliance dates for the 
CFTC’s January 2012 rules governing the protection of cleared swap customer funds occurred in November 
2012. In the second half of 2012, the SEC also completed the proposal of substantially all of the rules 
required by Title VIl and adopted certain rules pertaining to clearing infrastructure. In June 2012, the SEC 
adopted rules that establish procedures for its review of certain actions undertaken by clearing agencies. 
These rules detail how clearing agencies will provide information to the SEC about the security-based 
swaps that the clearing agencies plan to accept for clearing, which will then be used by the SEC to aid in 
determining whether those security-based swaps are required to be cleared. The adopted rules also include 
rules requiring clearing agencies that are designated as systemically important by the Council under Title 
Vin of the Dodd-Frank Act to submit advance notice of changes to their rules, procedures, or operations if 
such changes could materially affect the nature or level of risk at those clearing agencies. In October 2012, 
the SEC adopted a rule that establishes operational and risk-management standards for clearing agencies, 
including clearing agencies that clear security-based swaps. The rule is designed to ensure that clearing 
agencie.? will be able to fulfill their responsibilities in the multi-trillion dollar deriv-atives market as well 
as in more traditional securities markets, In addition to these efforts to improve the resiliency of central 
counterparties (CCPs), U.S, regulators continue to actively participate with international regulators, the FSB, 
and CPSS-IOSCO to address resolution of CCPs, as well as other financial market infrastructure issues. 

In October 2012, the SEC proposed capital, margin, and segregation requirements for security-based .swap 
dealers and major security-based swap participants. Among other things, the proposed rules would set 
minimum capital requirements for nonbank security-based swap dealers and nonbank major security-based 
swap participants, establish margin requirements for nonbank security-based swap dealers and nonbank 
major security-based swap participants with respect to non-centrally cleared security-based swaps, and 
establish segregation requirements for security-based swap dealers and notification requirements with respect 
to segregation for .security-based .swap dealers and major security-based .swap participants. 

In December 2012, the SEC issued an order providing cxemptive relief in connection with a program to 
commingle and portfolio margin customer positions in cleared CDS, which include both swaps and security- 
based swaps. Portfolio margining may be of benefit to investors and the market hy promoting greater 
efficiency in clearing, helping to alleviate excessive margin calls, improving cash flow and liquidity, and 
reducing volatility. 

In addition to its work to propose and adopt Title VII rules, the SEC issued in June 2012 a policy statement 
describing and requesting public comment upon the order in which it expects compliance would he 
required with the final rules to be adopted by the SEC under Title VII. The aim of this policy statement i,s to 
establish an appropriate sequence in which compliance with these rules would be required so as to avoid the 
disruption and cost that could result if compliance with all of the rules were required simultaneously or in a 
haphazard order. 


Regulatory Developments; Council Activiti: 



159 


Foreign Excliange Swap and Forward Determination 

In November 2012, the Secretary of the Treasury made a determination that FX swaps and forwards should 
be exempt from the definition of “swap” in, and thus exempt from most of the provisions of, the Commodity 
Exchange Act (CEA), as amended by the Dodd-Frank Act. Prior to issuing this determination, as authorized 
in provisions of Sections 721 and 722 of the Dodd-Frank Act, the Treasury solicited public comment in 
2010 and 2011, on a range of issues relating to whether FX swaps or forwards should be exempt from the 
definition of “swap” in the CEA. In addition to evaluating the .statutory factors, the Treasury reviewed public 
comments, consulted with regulators, and conducted extensive outreach. The Secretary concluded that 
this determination is appropriate given the important differences and risk profiles between FX .swaps and 
forwards — which are narrowly defined by the CEA — and other type.s of derivatives, Unlike most other .swaps, 
FX swaps and forwards have fixed payment obligations that are .settled by the exchange of actual currency, 
and are predominantly short-term instruments. Even though FX swaps and forwards are not subject to certain 
requirements under the CEA as a consequence of the determination, FX swaps and forwards still remain 
subject to reporting and business conduct requirements. Moreover, the determination doe.s not extend to 
other FX derivatives, such as FX options, currency swaps, and non-deliverable forw’ards, 

Credit Exposures 

Section 610 of the Dodd-Frank Act, which became effective on July 21. 2012, amends the definition of 
“loans and extensions of credit” in the national bank lending limit statute (also applicable to savings 
associations) to include credit exposures arising from derivative transactions and from certain securities 
financing transactions. The OCC published an interim final rule on June 21, 2012 to implement the statutory 
amendment. The rule adopts a flexible approach that enables institutions to .select from a number of 
measurement methods suitable to the size and complexity of that institution’s activities and credit exposures, 
while re.serving for the OCC the discrciiosi to direct individual institutions to use a specific method to 
measure credit exposures when safety and soundness requires it. The OCC continues to review comments 
received on the interim final rule. 

State banking regulators also continue to implement tbe mandate under Section 611 of the Dodd-Frank Act 
to con.sider derivative exposure in state lending limit laws. 

Capital and Margin Requirements 

Federal prudential regulators (Federal Reserve, FDIC, OCC, FHFA, and the Farm Credit Administration), 
the CFTC, and the SEC issued proposed rules on capital and margin requirements for non-centrally cleared 
swap.s. The proposed margin requirements would require swap dealers, security-based swap dealers, MSPs, 
and major security-based swap participants to collect initial and variation margin on non-centrally cleared 
swap transactions from their counterparties. 

The United States is currently engaged in an international effort being led by the BCBS and the IOSCO to 
establish recommendations for margin requirements on non-centrally cleared swaps to help ensure robust 
regulation of derivatives markets and prevent regulatory arbitrage (see Box E: Internationa! Coordination 
on Derivatives Reform, including Global Margining). The international effort may inform the timing and 
nature of the rulemakings being advanced by the federal prudential regulators, the CFTC, and the SEC. 
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nox i:; INTl'RNATIONAL COORDOiATION ON DERIVATIVES REFORM, INCLUDING 
OLOQAL MARGINING 


The recent financial crisis exposed the large, opaque over- 
the-counter (OTC) derivatives market as a transmission 
mechanism for financial distress, demonstrating that 
the OTC market posed significant systemic risk in its 
existing form. In response, the leaders of the G-20 nations 
committed in 2009 to improve transparency and risk 
mitigation in this market by mandating reporting, requiring 
clearing and public trading of certain derivatives, and 
setting additional capital requirements for non-central!y 
cleared transactions. In 2011, the G-20 agreed to add 
margin requirements on non-centraliy cleared derivatives 
to the derivatives reform program and called upon the 
BCBS and IOSCO to develop consistent global standards 
for these margin requirements. 

On July 6, 2012, the BCBS/IOSCO-chaired, international 
Working Group in Margin Requirement (WGMR), which 
includes bank and securities regulators from the major 
jurisdictions whose institutions currently play a significant 
role in the derivatives market {such as the European 
Union, Hong Kong, Japan, Singapore, Switzerland, the 
United Kingdom, and the United States) released its 
first consultation document proposing global margin 
requirements on non-centraliy cleared derivatives for 
public comment, After considering the initial comments 
and consulting with the BCBS and iOSCO boards, as well 
as other international standard-setting bodies, a second 
consultative document was issued on February 15, 2013 
to request further comment, 

The February 15 consultation document generafiy 
proposes that all financial firms and systemicaiiy important 
nonfinancial entities (excluding sovereigns and centra! 
banks) should exchange variation margin reguiariy (daily 
where possible) in amounts reflecting the full existing 
exposure associated with a given derivative. With respect 
to initial margin, subject to a €50 million threshold, all 
market participants with over €8 billion in gross notional 
amount of transactions outstanding (again excluding 
sovereigns and centra! banks) would be required to 
exchange initial margin on a gross basis calibrated 
according to certain technical standards, whether using 
regulator-approved modeling or standardized look-up 


tables. Initial margin payments would be segregated in 
a manner that maximizes their ready availability in the 
event of a paly’s default, and protects them, to the 
extent legally possible, from seizure in the bankruptcy of 
the collecting party. Tfie permissible collateral for margin 
exchange would include a broad range of liquid assets 
(including high-grade corporate bonds and equities 
traded on major exchanges), subject to appropriate 
risk-sensitive haircuts. 

The WGMR used information provided by major derivative 
market participants around the globe to complete a 
QiS on the predicted impact of these initial margin 
requirements. The study, which was published on 
February 15, 2013, found that the proposed initial margin 
requirement (vwth the €50 million threshold) would require 
roughly €700 billion globally in additional segregated 
margin collateral using internal model-based calculations. 
Comparing the size of this estimated collateral 
requirement to the notional size of the entire derivatives 
market, the study estimated that the proposed initial 
margin rules would require margin equal to 0.5 percent 
of the total notional amount of outstanding non-centraliy 
cleared derivatives. By comparison, current market 
practice varies widely and is estimated to require 
initial margin equal to 0.03 percent of total notional 
amounts outstanding. 

Currently, one of the largest unresolved issues is how to 
calibrate initial margin in a way that balances the benefits 
of margin, while mitigating counterparty risk against the 
liquidity cost of maintaining large levels of segregated 
initial margin. The WGMR’s study found that, assuming 
wide use of internal models to estimate margin, the 
proposed initial margin requirements would require 
roughly 8 percent of at! currently unallocated liquid assets. 
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6.2.2 Office of Financial Research 

The Dodd-Frank Act established the OFR to support the Council and its member agencies by collecting 
and standardizing financial data, performing essential research, and developing new tools to mcastirc and 
monitor risks to the financial system. 

The OFR complements the efforts of Council member agencies by filling gaps in data and analysis to assess 
threats to financial stability. In recent work to support the Council, the OFR has been conducting research on 
the risks of wholesale f unding marker. The OFR has also provided data and analysis for the Councirs work 
on nonhank financial company dc.signations. 

The OFR is playing a central role in the international initiative to establish a global Legal Entity Identifier 
(LEI), a code that uniquely identifies parties to financial transactions and links to their basic “business 
card” information. The LEI will give regulators a better view of interconnected markets and will generate 
considerable cost savings for the financial indtistry in collecting, cleaning, and aggregating data 
(see Section 6.4.1). 

In 2012, the OFR released its Strategic Framework, issued its inaugural annual report, unveiled the first 
three papers of its collaborative Working Paper series with top researchers and academics, and launched a 
Financial Research Advisory Committee. 

As provided by the Dodd-Frank Act, the OFR is led by a Director appointed by the President and confirmed 
by the Senate for a 6-year term. In jamiary 2013, the Senate confirmed Richard B. Berner to serve as the 
OFR’s first Director, 

6.2.3 Accounting Standards 

Under the Dodd-Frank Act, the Council’s annual report is required to address financial market and 
regulatory developments, including accounting regulations and standards. 

In December 2012, the Financial Accounting Standards Board (FASB) issued for public comment a proposal 
to improve financial reporting on expected credit losses of loans aiul other financial assets held by banks, 
financial instittition.s, and other public and private organizations. The proposal, Financial Instruments — 
Credit Losses (Subtopic 825-15), i.s intended to require more timely recognition of credit losses, while also 
providing additional transparency about credit risk. In releasing the proposal, the FASB stated chat the recent 
financial crisis highlighted the need for improvements in the accounting for credit losses on loans and other 
financial instruments, and stated that the proposal would require more timely recognition of expected credit 
lo8se.s and more transparent information about the reasons for any changes in those estimates. Currently, 
under U.S. Generally Accepted Accounting Principles (GAAP), credit losses are generally not reflected in 
financial siatemems until it is probable that the losses have been incurred. Under the proposal, a firm’s 
balance sheet would reflect management’s current estimate of expected credit losses at the reporting date (as 
an allowance (or credit losses), and the income statement would reflect the effects of credit deterioration or 
improvement that has taken place during the period (as a provision for bad debt expense). 

In February 201.3, the FASB issued for public comment a proposal to improve financial reporting by providing 
a comprehensive mea.surement framework for classifying and measuring financial instruments held by banks, 
financial institutions, and other entities. The proposal. Recognition and Measurement of Financial Assets and 
Financial Liabilities (Subtopic 825-10), responds to feedback the FASB received on its May 2010 proposal that 
wotild have required a much greater use of fair value measurement for financial assets and liabihlies than 
currently exists in U.S. GAAP. Under the new proposal, the classification and measurement of a financial 
asset would be based on the asset’s cash flow characteristics and the entity’s business model for managing the 
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assei, raiher than on its iegal form, that is, whether the asset is a loan or a security. Based on this assessment, 
financial assets would bo classiRed into one of three categories: Amortized Cost, for financial assets 
comprised solely of payments of principal and interest that are held for the collection of contractual cash 
flows; Fair Value through Other Comprehensive Income, for financial assets comprised solely of payments of 
principal and interest that are both held for the collection of contractual cash flows and for sale; or Fair Value 
through Net Income, for financial assets that do not qualify for measurement at either amortized cost or fair 
value through other comprehensive income. The proposal also would require financial liabilities to generally 
be carried at cost. For most financial assets and financial Uabiliiics measured at amortized cost, public 
companies would be required to disclose their fair ralues, but non-public entities would not be required to 
disclose such information. 

6.2.4 Operationa! Risks for Technological Systems 

On March 7, 2013, the SEC proposed Regulation Systems Compliance and Integrity, or Regulation SCI, 
which would replace the voluntary standards of the existing Automation Review Policy Inspection Program 
with enforceable rules designed to help ensure that the core technology of national securities exchanges, 
significant alternative trading systems, clearing agencies, and plan processors meet certain standards and 
therefore be better insulated from and ntore resilient to the vulnerabilities posed by systems technology 
i,ssues.'' If approved by the SEC. Regulation SC! would require, among other things, that each SCI entity: (!) 
establish policies and procedures relating to the capacity, integrity, resiliency, and security of its technology 
systems; (2) establish policies and procedures designed to ensure its systems operate in the manner intended, 
including in compliance with relevant federal securities laws and rules; (3) take timely corrective action in 
response to systems probiem.s: (4) notify and provide the SEC with detailed information when such systems 
issues occur, as well as when there are materia! changes in its systems, and inform its members or participants 
about certain systems problems; (!>) conduct an annual review of its compliance with Regulation SCI. 
and submit a report of the annual review to its senior management and to the SEC; (6) designate certain 
individuals or firms to participate in the testing of its business continuity and disaster recovery plans at least 
annually, and coordinate such testing with other entities on an industry- or sector-wide basis; and (7) provide 
SEC representatives with accc8.s to its systems to assess compliance with Regulation SCI. 

6.3 Consumer and investor Protection 

6.3.1 Mortgage Transactions and Housing 

In January 2013, the FDIC, Federal Reserve, OCC, NCUA. CFPB, and FHFA is.sued a final rule to implement 
Section 129H of the Ti'uth in Lending Act a.s added by Section 1471 of the Dodd-Frank Act. The rule 
establishes appraisal requirements applicable to higher-risk mortgages, referred to as higher-priced mortgage 
loans (HPMLs), An HPML is a residential mortgage loan secured by a principal dwelling with an annual 
percentage rate that exceeds an average pritne offer rate by certain specified percentages. Before making an 
HPML, a creditor must; (1) obtain a written appraisal hy a certified or licetvsed appraiser who has physically 
visited the interior of the mortgaged property; (2) obtain an additional appraisal from a different appraiser 
that analyzes any difference in sales prices, changes in market conditions, and any improvements made to the 
property if the properly was acquired at a lower price b>' the seller within 180 days of the current transaction 
and the property is being sold at a price that exceeds certain thresholds; (3) provide the borrower with a 
statement that any appraisal is for the creditor’s sole use and that the borrower may have a separate appraisal 
conducted at personal expense; and (4) provide the borrower with a copy of the appraisal without charge at 
least three days prior to dosing. The final rule exempts certain transactions from the appraisal requirements. 
The final rule becomes effective on Januar)- 18, 2014. 
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In January 2013, the CFPB issued a final rule setting forth certain minimum requirements for creditors 
making determinations regarding a consumer’s ability to repay a mortgage loan (the Qualified Mortgage 
Rule). Under the rule’s ability-to-repay requirements, creditors generally must consider eight underwriting 
factors set forth in the rule. However, certain qualified mortgages are entitled to a presumption of 
compliance with the ability-lo-repay requirements. In order to he a qualified mortgage, a loan is generally 
prohibited from having certain product features (such as negative amortization, interest-only payment, or 
balloon payment) and it generally must satisfy certain affordability underwriting requirements (such as a 
43 percent back-end debt-lo-income (DTI) limit and other requirements). The 43 percent DTI limit and 
other underwriting requirements do not apply to loans that are eligible for certain government guaranty 
or insurance programs or to loans that satisfy the requirements for a balloon payment qualified mortgage 
(which is available only to small, portfolio lenders operating predominately in rural or underserved areas). 
Loans that meet the definition of a “qualified mortgage” and are not higher-priced (generally, prime loans) 
receive a safe harbor presumption of compliance with the ability-to-repay requirements. Loans that meet the 
definition of a “qualified” mortgage, but are higher priced (generally, stibprime loans) receive a rehuttahle 
presumption of compliance with the ability’-to-repay requirements. At the same time it issued the final 
qualified mortgage rule, the CFPB issued a proposed rule requesting public comment on certain adjustments 
to the qualified mortgage requirements. The CFPB anticipates that the proposed rtile will be finalized and 
effective by the time the final rule takes effect in January 2014. 

In Jamiary 20LS, the CFPB also Issued mortgage servicing rules containing nine .significant requirements. 

Five of these requirements address servicing of all mortgage loan accounts (including accounts for borrowers 
that are current or delinquent on their mortgage loan obligations). These include requirements relating 
Co periodic billing statements, interest rate adjustment notices, payment crediting and payoff statements, 
force-placed insurance restrictions, and procedures for error resolution and information requests. The 
mortgage servicing rules also include four sections setting forth additional protections for borrowers who 
are delinquent on their mortgage loan obligations. These protections include requirements for servicers 
to engage in early intervention outreach with borrowers, to provide borrowers with servicer personnel that 
provide continuity of borrower contact and information, to evaluate borrower applications for loss mitigation 
options pursuant to certain loss mitigation procedures, and to adopt policies and procedures to achieve 
certain operational objectives. Many of the servicing requirements include an exemption for small mortgage 
servicers. 

The CFPB also issued a final rule regulating loan originator compensation that strengthens and clarifies 
existing regulations and commentary on loan originator compensation. Specifically, this final rule clarifies 
that a loan originator employee may not receive compensation based on any term of a transaction. The rule 
also sets forth requirement.? to prevent evasion, prohibits dual compensation of brokers by another party to 
a broker that has been compensated by a consun>er, establishes loan originator qualification standards, and 
requires disclosure of a loan originator’s unique identifier number. The final rule also prohibits mandatory 
arbitration clauses or financing single premium credit insurance. 

The CFPB also issued a final c.scrow rule that rcqtnrcs creditors to maintain escrow accounts for at least live 
years after originating a “higher-priced mortgage loan.” This rule exempts creditors operating predominantly 
in rural or underserved areas. 

Additionally, the CFPB’s Home Ownership and Equity Protection Act (HOEPA) rule expands the types of 
loans chat can be subject to HOEPA’s restrictions. Further, the rule revises the existing triggers for HOEPA 
coverage, which are based on interest rates, points, and fees, and adds a new trigger based on certain 
prepayment penalty feature.?. 
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The CFPB also issued a final rule implementing requirement under the Equal Credit Opportunity Act 
(ECOA) regarding appraisals. This rule also provides that a consumer is entitled to receive a copy of an 
appraisal condticted for the origination of a first Hen mortgage loan. 

6.3.2 Consumer Protection 

In August 2012, the CFPB published a final rule that provides a “safe harbor” from its remittance rule 
for providers of 100 or fewer remittance transfers per year. In December 2012, the CFPB proposed three 
amendments to its remittance rule, which would temporarily delay the February 7, 2013 effective date of that 
rule and provide additional clarity regarding disclosures and error resolution procedures. In November 2012, 
the CFPB proposed amendments to rules implementing the credit card ability-to-pay provisions of the Truth 
in Lending Act. 

The Dodd-Frank Act also charges the CFPB with collecting, investigating, and responding to consumer 
complaints with respect to certain consumer furancial products and financial in.stitutious. In 2012, the 
CFPB received approximately 91,000 consumer complaints. Of these complaints, 50 percent were related to 
mortgages, the majority of which were related to the ongoing challenges faced by consumers who could not 
make payments. The CFPB provides the public with access to a database of complaints. 

In July 2012, the CFPB and the Department of Education issued a report on private student loans as required 
by the Dodd-Frank .A,ct. The report asse^es the market for private student loans, and the impact of these 
loans on consumers, and provides a set of recommendations to improve consumer protections, The CFPB has 
also released a Financial Aid Shopping Sheet and a Financial Aid Comparison Shopper to help students and 
their familie.s better understand the student loan process. 

Among its authorities, the CFPB has supervision authority over certain nonbank entities, including 
njortgage companies, private education lenders, payday lenders, and "larger participants” of a market for 
other consumer financial products or services. In Jtily 2012, the CFPB issued a final rule to define larger 
participants in the consumer credit reporting market, and in October 2012, the CFPB Usued a final rule to 
define larger participants in the consumer debt collection market. The CFPB has started examinations of 
both types of entities. 

In the course of its supervisory and enforcement activities, the CFPB has discovered numerous violations 
of federal consumer financial law. In each rase, it has directed the financial institution that committed the 
violations to take corrective action. Where warranted, restitution or other relief to consumers has also been 
provided. In particular, the CFPB, OCC, FDIC, and Federal Reserve have brought enforcement actions 
against three credit card issuers with respect to the marketing of "add-on" products such as debt protection 
and credit monitoring. The.se practices include using deceptive marketing, misleading consumers about fees 
or the benefits a.s.sociated with such products, retaining customers who attempted to cancel stich products, 
and enrolling customers in products without their knowledge or consent. As a result of these actions, SISo 
million in relief was provided to approximately 5.75 million consumers. 

6.3.3 Investor Protection 

Section 952 of the Dodd-Frank Act requires the SEC by rule to direct the national securities exchanges 
and national securities associations to prohibit the listing of any equity security of a company that does not 
comply with the new requirements regarding the compensation committees and compensation consultants 
to such commiuee.s. In June 2012, the SEC adopted rules to implement Section IOC of the Securities and 
Exchange Act of 1934 and this provision that will (among other things) direct the exchanges to establish 
listing standards that will require each member of a listed company’s compensation committee to be a 
member of the board of directors and to be "independent.” The exchanges are also required to adopt listing 
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standards that identify factors that affect the independence of compensation consultants to the committee, 
including other services provided by the consultant to the issuer, the amount of fees received, and the policies 
and procedures that are designed to prevent conflicts of interest. To implement the new requirements, 
each relevant national securities exchange, including the New York Stock Exchange (NYSE) and NASDAQ, 
filed proposed rule changes with the SEC; the SEC issued final orders in January 2013 approving these 
changes. Under the rules, all listed companies must expand the authority of their compensation committees 
with respect to the oversight of compensation consultants to the committee by July 1, 2013. Thereafter 
a compensation committee may select or receive advice from a consultant only after conducting an 
independence assessment. Listed companies will be required to comply with the remaining provisions of the 
new exchange rules, including enhanced independence standards of compensation committee members, by 
the earlier of their first annual meeting after January 15, 2014, or October 31 . 2014. 

In August 2012, SEC staff released a study regarding financial literacy. The study, which was mandated by 
Section 917 of the Dodd-Frank Act, was intended to identify the existing level of financial literacy among 
retail investors, and the methods and efforts to increase investors’ financial literacy. The study found that 
investors have a weak grasp of elementary financial concepts'and lack critical knowledge of ways to avoid 
investment fraud. The study identifies several methods to improve financial disclosures and transparency. 

In 2012, the SEC made the first payout under its Whistleblower Program, which was established in 2011. The 
individual who received the payotit provided high-quality, significant information that helped stop a multi- 
million dollar fraud. The whistleblower received an award of 30 percent of the amount collected in the SEC’s 
enforcement action, which is the maximum percentage payout allowed by law. In fiscal year 2012. the SEC 
received approximately 3,000 lips, complaints, and referrals from whistleblowers. 

6.4 Data Standards 

Data standards improve the quality of data by providing for their unambiguous and universally accepted 
meaning, thus increasing confidence in them, and enabling data comparison, aggregation, sharing, and 
exchange. Adoption of data standards also reduces the need for cosily conversion and manual intervention 
when exchanging data. Building, adopting, and using standards for financial data will facilitate improved 
financial stability inonifot ing and better risk management hy firm.s. 

6.4.1 Legal Entity Identifier (LEI) 

Although the financial services industry and financial regulators have long employed data standards, 
these data standards have not been adopted on a global basi.s or even universally within the United States. 
Consequently, existing standards are plagued by gaps and overlaps. Fortunately, the standards landscape is 
beginning to change. In 2012, the global regulatory and supervisory community made significant progress 
toward the launch of the global LEI sy.siem. Representing the Treasury in this initiative, the OFR has played 
a key leadership role, with strong support from the Federal Reserve, the CFTC, the SEC, and other federal 
financial regulatory agencies with an interest in data standards. 

The LEI i.s a code that uniquely identifies parties to financial transaction, s. It is designed to he ibe first 
global and vmique entity identifier, enabling risk managers and regulators to identify parties to financial 
transactions instantly and precisely. The LEI is expected to generate considerable cost savings for the 
financial industry in coHecling, cleaning, and aggregating data. Additionally, adoption of the LEI system 
should reduce the regulatory reporting burden, allowing industry to use the same data more readily for its 
internal business operations and risk-management processes as it uses for reporting to regulators. 
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In November 2012, the G-20 endorsed the charier for the Regulator)' Oversight Committee (ROC), which is 
acting as the governing body for the global LEI system. The ROC, which was established in January 2013, met 
for the first time injanuary 2013. The ROC is composed of financial regulators and atithorities from around 
the w'orld and is overseeing establishment of a global LEI foundation that will govern the Central Operating 
Unit (COU) for the system. With authority over a global federation of Local Operating Units (LOUs) that 
will issue and maintain the LEls, the COU will ensure adherence with LEI governing principles, protocols, 
and standards, including reliability, quality, and uniqueness, to produce “one golden standard" for the LEI. 
To date, several organizations have been issued prefixes to the 20-digit LEI code to cnahle them to begin 
preparations to issue LEls. Indeed, tens of thousands of standard-compliant “pre-LEIs” are already in use, 
and will converge to be global LEls. Sponsoring authorities for these organizations include the CFTC and 
authorities in Germany, Ireland, Palestine, and Turkey. 

The OFR has played a key role throughout the LEI development process, leading work streams, and working 
with other regulators and industry to provide recommendations to the G-20 to guide the governance, 
development, and implementation of the global LEI system. Earlier in the implementation phase, the OFR 
served as a Vice Chair on the LEI Implementation Group and the OFR’s Chief Counsel currently serves as 
the Chair of the ROC, The OFR has also worked with other U.S. regulators to embed the concept of the LEI 
into rulemakings, and will continue to do so. Mandatory reporting uses of the LEI will facilitate the rapid 
deployment of the LEI as the global system becomes more widely available. 

Initiatives for the Next Set ot Standards 

With the LEI on the path toward implementation, the OFR is assessing other critical gaps in data standards. 
First is the development and use of entity hierarchies that will facilitate understanding of parent-subsidiary 
relationships and promote better analysi.s of inira-firni exposures. Next arc product identifiers, including 
those for loans and derivatives — these identifiers will help define attributes for financial instruments. For 
example, the Universal Product Identifier (UPI) categorizes swaps according to the underlying reference 
in them. The Unique Swap Identifier (US!) identifies a particular swap throughout its existence, The LEI, 
UPI, and USI are required for use under CFTC’s swap reporting rules. The Dodd-Frank Act amended the 
Home Mortgage Disclosure Act to allow the CFPB to require a unique mortgage loan identifier, if deemed 
appropriate. As with LEls, adoption of such standards offers the benefits of improved data quality, increased 
data sharing among regulators, and decreased costs for regulatory reporting hy the industry. 

6.4.2 Swap Data Repositories 

The CFTC reporting rules require that swap transactions he reported to an SDR “as soon as technologically 
practicable.” after trade execution for the purposes of real-time public reporting and regulatory reporting. As 
of December 31, 2012, swap dealers were required to report interest rate and credit default swap transactions 
to SDRs. Registered swap dealers began reporting the other three swap asset classes to SDRs on the required 
date of February 28. 2013. Certain MSPs initiated reporting to SDRs for all five asset classes for the purpose 
of real-time public reporting and regulatory reporting beginning February 28, 2013. The CFTC phase-in 
period staggers the reporting requirements for other swap counterparties. 

SDRs for interest rate, credit, equity, FX, and other commodity asset classes are required to publicly 
disseminate real-time swap transaction data for these swap transactions “as soon as technologically 
practicable” after the SDR receives such data, unless the transaction is subject to a time delay. Time delays for 
large trades are based on type of execution, underlying asset, and market participant. Additionally, all trades 
are subject to delays during the phase-in of the CFTC reporting rules. Thus far, market participants 
have not indicated that the reporting requirements are causing any adverse market conditions such as 
reduced liquidity. 
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The DTCC’s Data Repositoi^ LLC operates a multi-asset class SDR in the United States. The CFTC 
provisionaHy approved the DTCC Data Repository' LLC to operate as an SDR for credit, equity, interest rate, 
FX, and commodity derivatives. ICE and CME have also provisionally registered as multi-asset class SDRs 
but are not yet reporting data. DTCC, the CME, and ICE are currently publicly disseminating swap data. 

The Trade Information Warehouse reports that $24.1 trillion (notional) of credit derivative contracts were 
reported, of which $15.0 trillion (approximately 62 percent) are dealer-to-deaier. 

The SEC is finalizing the rules related to swap reporting for the products it oversees. 

6.4.3 Private Fund Data 

The annual and qtiarterly filings of form PF will provide the Council with a new window into the activities 
of private funds. The SEC estimates that the activities of approximately 650 private fund advisors, which 
collectively manage over an estimated 80 percent of the U.S. hedge fund industry and an estimated 75 
percent of the U.S. private equity industry, w'ill be reported quarterly on form PF. 

6.4.4 Mortgage Market Data 

Capturing consistent and accurate data Is essential to strengthening the risk-management capabilities of 
the government-sponsored enterprises (GSEs) and other housing finance instttuf.ion.s, along w'ith improvisig 
transparency and creating operational efficiencies that simplify the exchange of data and improve responses 
to changing requirements and market conditions and trends. The Uniform Mortgage Data Program is 
an ongoing initiative implemented by the FHFA and the GSEs to improve the consi.stency, quality, and 
uniformity of data collected at the beginning of the lending process, as well as for servicing data. Developing 
standard terms, definitions, and industry standard data reporting protocols will decrease costs for originators 
and appraisers and reduce repurchase risk. It will also allow new entrants to use industry standards 
rather than having to develop their own proprietary data systems to compete with ocher systems already 
in the market. 

In November 2012, the FHFA and the CFPB announced that they had agreed to partner on the creation 
of a National Mortgage Database (NMDU) — the first comprehensive repository of detailed mortgage loan 
information. Although the mortgage market is the single largest market for consumer finance, there is a 
lack of comprehensive data available on a complete, national scale. The creation of the NMDB will be the 
first step in a broader strategy to help streamline data for research and policy analysis and to make accurate, 
comprehensive information accessible to regulators. 

The SEC also has a rule proposal otustanding that, if adopted, would require the filing of tagged, computer- 
readable, standardized information about the specific assets or loans backing asset-backed securities offered 
and sold in transactions registered with the SEC. The SEC has requested public comment on whether the 
proposal appropriately implements the Dodd-Frank Act requirement to adopt regulations requiring issuers 
of asset-backed securities to disclose asset-level or loan-level data if such data is neces.sary for investors to 
independently perform due diligence. 

6.5 Council Activities 

6.5.1 Determination of Nonbank Financial Companies to be Supervised by the Federa! Reserve 

One of the Council’s statutory authorities is to determine that a nonbank financial company will be subject 
to supervision by the Federal Reserve and enhanced prudential standards if the company’s material financial 
distre.s.s — or the nature, scope, size, scale, concentration, interconnectedness, or mix of its activities — could 
po.se a threat to U.S. financial stability. 
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In April 2012, the Council issued a final rule and interpretive guidance that describes the three-stage process 
that the Council generally intends to use in evaluating nonbank financial companies. In non-emergency 
situations, before a Council vote on any proposed determination, the company under consideration will 
have an opportunity to submit written materials to the Council regarding the proposed determination. 

The proposed determination will proceed only if approved by two-thirds of the Council, including the 
affirmative vote of the Chairperson. y\fter a proposed determination, a company may request a hearing, 
and the determination will be finalized only after a subsequent two-thirds vote of the Council, including 
the aOirmalive vole of the Chairperson, Any final determination will be subject to judicial review, and the 
Council must submit a report to Congress on all determinations made under Section 113 of the Dodd-Frank 
Act and the basis for such determinations. 

The Council publicly announced that, in September and October 2012, it voted to advance a subset of 
nonbank financial companies to the third and final stage of the ev'alnation process. As of the date of this 
report, the Council had not made any determinations under Section 113 of the Dodd-Frank Act. 

6.5.2 Proposed Recommendation on MMFs 

The financial crisis of 2007 to 2008 demonstrated that MMFs are susceptible to runs and can be a source of 
financial instability with serious implications for broader financial markets and the economy. Section 120 
of the Dodd-Frank Act authorizes the Council to issue recommendations to regulatory agencies to apply 
new standards and safeguards to financial activities and practices that create the risk of problems spreading 
through U.S, financial markets. 

In November 2012, the Council issued for public comment proposed recommendations to the SEC with 
three alternatives for reform to address the structural susceptibility of MMFs to run risk. The Council is 
currently considering the public comments on the proposed recommendations. Pursuant to the Dodd- 
Frank Act, if the Council is.sues a final recommendation to the SEC. the SEC would be required to adopt the 
recommended standards (or similar standards that the Council deems acceptable) or explain in writing to 
the Council, within 90 days, why it has determined not to follow the recommendation of the Council. The 
Council must then report to Congress on (1) the recommendation issued by the Council and (2) the SEC’s 
implementation of. or failure to implement, the recommendation. The proposed recommendations state 
that if the SEC moves forward with meaningful structural reforms of MMFs before the Council completes 
its recommendation under Section 120, the Council experts that it would not issue a final Section 120 
recommendation to the SEC. 

6.5.3 Risk Monitoring and Regulatory Coordination 

The Dodd-Frank Act charges the Council with responsibility to identify risks to U.S. financial stability, 
promote market discipline, and respond to emerging threats to the stability of the U.S, financial system. 

The Council also plays a role in further enhancing and facilitating the coordination that takes place 
among federal and state financial regulatory agencies. The Council regularly examines .significant market 
developniems and .structural issues within the financial system. For example, ovt:r the past year, the Council 
has considered issues such as the sovereign fiscal developments in Europe and the United States, the multi- 
billion dollar trading losses byJPMorgan, the state of mortgage foreclosures in the United Slates, the failure 
of MF Global, the impact of Supersiorm Sandy on financial markets, weaknesses in the LIBOR process, and 
risks to financial stability arising from cybersecurity vulnerabilities. Tlie Council will continue to monitor 
potential threats to financial stability and to coordinate regulatory responses, whether from external shocks 
or structural weaknesses. 
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To facilitate this risk monitoring process, the Council established the Systemic: Risk Committee (SRC), 
composed primarily of member agency staff in supervisory, surveillance, examination, and policy roles. The 
SRC serves as a forum for member agency staff to identify and analyze potential risks that may extend beyond 
the jurisdiction of any one agency. 

6.5.4 Operations of the Council 

The Dodd-Frank Act requires the Council to convene no less than quarterly. In 2012, the Council met 
12 times."* The meetings bring Council members together to discuss and analyze emerging market 
developments, ihreals lo financial stability, and financial rcgnlaiory i.ssuc.s. The Council is commiHed to 
conducting its business as openly and transparently a.s practicable, given the confidential supervisory and 
sensitive information at the center of its work. Consistent with the Council's transparency policy, the Council 
opens its meetings to the public whenever possible. The Council held a public session at three of its meetings 
in 2012."' 

Approximately every two weeks, the Council’s Deputies Committee, which is composed of senior 
representatives of Council members, has convened to discuss the Council’s agenda and to coordinate and 
oversee the work of the SRC and the five other functional committees. The other functional committees 
are organized aromid tlte Council’s ongoing statutory responsibilities: (1) identification and consideration 
of nonbauk financial companies for designation; (2) identification and considcratioti of financial market 
titilities for designation; (.S) making recommendations to primary financial regulatory agencies regarding 
heightened prudential standards for financial firms; (4) consultation with the FDIC on orderly liquidation 
authority and review of the resolution plan requirements for designated nonhank financial firms vmd the 
largest BUCs; and (5) the collection of data and improvement of data-reporcing standards. 

In 2012, the Council approved hearing procedures for noubank financial companies and FMUs subject to 
proposed designations. The Council amended its hearing procedures in April 2013 to apply to financial 
companies engaged in payment, clearing, or settlement activities subject to proposed designations. The 
Council also passed its third budget. In addition, the Council fulfilled its obligations under the Freedom of 
Information Act (FOIA) by responding to FOIA requests in accordance with the Council’s FOIA regulation, 
and complied with the Council's transparency policy by conducting its business in an open and transparent 
manner whenever possible.'-'" The Council also re-launched its wehsite, www.fsoc.gov. where members of 
the public can now register to receive c-mail notifications regarding the Council’s activities, including 
announcements of upcoming Council meetings. 

Financial Research Fund Assessnienis 

Section 155 of the Dodd-Frank Act requires the Treasury, with the approval of the Council, to establish 
assessments to fund the OFR’s budget, which includes the expenses of the Council and certain FDIC 
implementation expensc.s associated with OLA. To implement this provision, the Treasury issued a final 
rule on May 21, 2012 chat establishes an assessment schedule for semi-annual collections from BHCs with 
total consolidated assets of $50 billion or greater and an interim final rule that applies to nonbank financial 
companies supervised by the Federal Reserve. The first payments to the Financial Research Fund under the 
rule were made on July 20, 2012. Under the Treasury regulation, subsequent collections are scheduled each 
March 15 and September 15 to replenish the Financial Research Fund. 
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6.5.5 Section 119 of the Dodd-Frank Act 

Section 119 of the Dodd-Frank Act provides that the Council may issue non-binding recommendations to 
member agencies on disputes about the agencies’ respective jurisdiction over a particular BHC, nonbank 
financial company, or financial activity or product. (Certain consumer protection matters, for which another 
dispute mechanism is provided under Title X of the Act, are excluded). To date, no member agency has 
approached the Council to resolve a dispute under Section 119. 
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Bwh Potential Emerging Threats 


Financial stability is threatened when adverse 
shocks interact with financial system vulnerabilities. 
Adverse shocks potentially induce substantial tosses 
on a class of assets over a short period of time and 
can emerge from, or be exacerbated by. the failures 
of specific firms, infrastructure weaknesses, or 
breakdowns in market functioning. Not all shocks 
necessarily affect the stability of the financial sy'stem 
or the real economy. However, i f the financial system 
is particularly vulnerable to shocks due to excessive 
leverage, excessive maturity transformation, or 
excessive credit risk taking, a shock could threaten 
many institutions with insolvency. Vulnerabilities 
can also arise from weaknesses in reporting systems 
or the possibilities of runs. 

In this section, we review six areas of vulnerabilities 
that could threaten the stability of the US. financial 
system if adverse shocks occur. Specifically, this 
section (1) provides a review^ of fire sale and run 
risk vulnerabilities; (2} describes operational risks 
and draws lessons learned from Superstorm Sandy; 

(3) explains why the reliance on reference rates is 
a potential vulnerability for the fiitancial sector; 

(4) explores the financial system’s vulnerability lo a 
sudden spike in fixed income yields; (.“i) lists threats 
from foreign economic and financial developtnents; 
and (6) explains the risk-taking incentives of large, 
complex, interconnected financial institiilion.s. 
followed by financial stability considerations for 
bank merger policies. 

7,1 Fire Sales and Run Risk Vulnerabilities 

Market-based intermediation is exposed to fire sale 
and run vulnerabilities. This section investigates 
the vulnerabilities that arise along a particular 
chain of market-based intermediation. The chain 
begins with cash lenders, such as pooled cash 
management vehicles and others with excess cash 
CO invest, including corporate and governmental 
entities. These cash lenders invest in tri-party repos 
with broker-dealers. The repos are collateralized 
by Treasury securities, agency mortgage-backed 


securities (MBS) and debt, or corporate bonds (.see 
Section 5.2.3 for a breakdown of repo funding 
by collateral type). This intermediation chain 
allows participants to allocate funds to long-term 
investments while offering liquid investment 
products to investors- However, the intermediation 
conducted along this chain makes each step 
potentially vulnerable to runs and fire sales. If 
cash investors doubt the solvency or liquidity 
characteristics of their collateral or counterparty, 
they might rapidly unwind their investments. This in 
turn leave.s broker-dealers who are funded througli 
tri-party repo vulnerable to sudden collapses in 
sources of funding. 

Money market funds (MMFs) -are among the largest 
cash investors in the tri-party repo market.''' Repo 
holdings of MMFs have steadily increased over 
recent quarters, and currently amount to .$545 
billion (Chart 7.1.1). The share of MMF assets 
allocated to repo and the share of broker-dealer 
repo funded by MMFs have been steadily increasing 
since experiencing a sharp decline during the 
fitiaucial crisis. As of the end of 2012, MMF-s allocate 
over 20 percent of their investments to repos and 
fund nearly 2.5 percent of total broker-dealer repos 
(Chart 7.1.2). Because MMFs are susceptible to 
runs, their relative imporunce in the repo market 
creates a source of vulnerabilitie.s for the broker- 
dealer sector. 

In the tri-party repo market, a fire sale can occur if 
a broker-dealer under stress imrnediacely needs to 
sell assets that it can no longer finance. .Such pre- 
dclaulf lire sales arc a risk because broker-dealers 
perform maturity and liquidity iransformaiion. As 
such, broker-dealers that obtain funding in the tri- 
party repo market could be solvent but illiquid. The 
value of the securities they hold might exceed the 
face value of the repo if the securities are .sold in a 
well-functioning market. If. however, the market for 
these securities becomes temporarily illiquid, the 
securities’ price might drop to a point at which — if 
a broker-dealer cannot provide additional collateral 
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Chart 7.1,1 Total MMF Repo Holdings 
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Chart 7.1.2 Repo Funding by MMFs 
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lo make up for the shortfall in the required 
coverage — the securities are worth less than 
the face value of the repo they collateralize. 
This dynamic makes a run by repo creditors 
potentially self-reinforcing. 

T'he risk of fire .sales is heightened when 
collateral is less liquid. In particular, linns that 
have a large fraction of their repo transactions 
collateralized by illiquid securities tend to be 
more vulnerable. Lenders’ incentives to sell 
collateral quickly in case of dealer distress 
rather than to liquidate over a longer lime 
horizon or hedge those positions also increase 
the risk of fire sales. Large broker-dealers' repo 
book.s currently range between $100 and $200 
billion and, in some cases, reached peak levels 
in excess of $400 billion prior to the financial 
crisis. While haircuts place some constraint 
on the size of a firtn'.s repo book, so long as 
underlying collateral remains liquid, the size 
of a firm's repo book could increase further. 
For very large repo books, even the liquidation 
of high-quality collateral such as agency 
MBS could prove challenging over a 
compressed timeframe. 

The fire sale risk in the tri-party repo market 
generates vulnerabilities for the securities 
broker-dealer sector. Although commercial 
banks benefit from acces-s to the di.scount 
window and deposit in.surance, broker-dealers 
do not have such backstop sources of funding. 
However, compared to activity before the 
crisis, broker-dealers have modestly reduced 
their reliance on overnight tri-party repo 
funding, instead relying on longer-term repo 
funding sources, Furthermore, large broker- 
dealers have reduced their reliance on MMFs 
for funding less liquid assets via repo. In 
addition, the largest broker-dealers are now 
part of bank holding companies (BHCs), and 
are thus subject to comprehensive prudential 
oversight at the holding company level. Despite 
these mitigating factors, the absence of direct 
and pre-specified sources of public liquidity 
and credit backstops makes broker-dealers, 
as compared to banks, more exposed to 
vulnerabilities in their funding sources. 
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7.2 Operational Risks 

Market infrastructure and Market Continuity 
Weaknesses 

In 2012, equity markets experienced a number of 
systems issues, raising concerns over the impact of 
the markets* technology infrastructure on market 
stability. Technological advances have brought many 
benefits (o markets, htu recent events dcmonslraie 
that those benefits arc not without risks, When 
systems do not operate as intended, there may be 
significant consequences not only for the entities 
responsible for the errors, but also for a much wider 
group of market participants. Among the significant 
systems issues that affected U.S, securities markets in 
2012, there are three notable examples of the ways 
in which the technology failures of individual firms 
can potentially threaten market stability and investor 
confidence. These include systems malfuncUons in 
connection with the initial public offerings (IPOs) 
of both BATS Global Markets, Inc. (BATS) and 
Facebook. Inc., as well as losses suffered by Knight 
Capita] Group, Inc, (Knight Capital) caused by 
errors in its systems related to order routing. 

• On March 2S. 201 2, a flaw in software code 
forced BATS, an equities exchange, to cancel the 
IPO of its own .stock, which wa.s to he listed on its 
own exchange. According to reports, a coding 
error caused the matching engine for certain 
ticker .symbol.s to enter into an infinite loop, 
making certain securities symbols, including 
the symbol for BATS itself, inaccessible on the 
exchange, 

• On May 18, 2012, issues with NASDAQ's trading 
sy.stems delayed the start of trading in the high- 
profile IPO of Facebook, Inc, According to public 
disclosures, N.ASDAQ'.s IPO system encountered 
conditions chat delayed the determination of 

an opening price in the IPO and resulted in 
some market participants experiencing delays in 
notifications over whether orders had been filled. 

• On August 1, 2012, the trading firm Knight 
Capital experienced a technology issue at 
the opening of trading at the New York Stock 
Exchange (NYSE) related to the installation of 
trading software that caused routing problein.s. 
These issues resulted in Knight Capital sending 
a significant number of uninieiidcd orders in 


NYSE-Hsied securities into the market. As a 
result of the error. Knight Capital accumulated 
large positions in certain securities that, when 
unwound, led to a substantial loss. 

These events occurred nolwilhiitanding current 
regulatory requirements and oversight programs 
relating to technology standards and safeguards. 

For example, under the SEC's voluntary 
Automation Review Policy Inspection Program. 

SEC staff conducts inspections of the self-regulatory 
organizations’ trading and related systems, monitors 
planned .significant system changes, and responds 
to reports of system failures, disruptions, and 
other problems. In addition, Rule 15c3-5 under 
the Exchange Act requires a broker-dealer with 
market access, or that provides a customer or 
any other person with access to an exchange or 
alternative trading system, to establish, document, 
and maintain a system of risk management controls 
and supervisory procedures reasonably designed to 
manage the financial, regulatory, and other risks 
of its business activity. Financial risk management 
controls and supervisory procedures must be 
reasonably designed to systematically limit the 
financial expostsre of a broker-dealer that could 
arise as a result of market access. 

The SE(^ in conjunction with various market 
participants, is examining the relationship between 
the operational stability and integrity of the 
securities market and the ways in which market 
participants design, hnplemeni, and manage 
complex and interconnected trading technologies. 
In March 2013, the SEC proposed Regulation 
Systems Compliance and Integrity (Regulation SCI) 
to strengthen the automated systems of important 
participants in the securities markets, 

fviafket Infrastructure and Business Continuitv 
On October 29, 2012, the landfall of Superstorm 
Sandy caused a two-day closure of the NYSE 
and NASDAQ, while fixed income markets were 
clo,sed for one day. Money markets experienced 
only minor disruptions, as market participants 
followed the SecurUies Industry and Financial 
Markets Association's (SIFMA) recommendation 
to extend overnight trades to two-day trades. The 
Depository Trust & Clearing Corporation’s (DTCC) 
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clearing and settlement services continued to 
operate throughout the storm from an alternate 
site, although physical certificate processing was 
damaged due to the fiooding of its downtown 
Manhattan location (see Box F: Lessons Learned 
From Superstorm Sandy). 

Cybi?rsficurity: VuinBrabilities to Attacks on 
Finanoiai Services 

Security threats in cyberspace are not bound by 
national borders and can range widely from low to 
high security risks. Such threats include mechanisms 
that compromise computer .systems through 
software code, which may immediately exploit an 
application weakne.ss, coordinate an attack across 
systems, or replicate on a single system to the point 
that performance is disrupted. Cyber risks can 
impact the confidentiality, integrity, and as'ailability 
of the information and technologies essential for 
the provision of services, restilting in financial, 
compliance, and reputation risk. Moreover, cyber 
incidents that disrupt, degrade, or impact the 
integrity of critical financial infrastructure could 
have consequences on operations and efficiency. 
Dviring 2012, more than a dozen financial 
institutions sustained distributed denial-of-service 
(DDoS) attacks to their public websites, all of which 
were attributable to a single grx^up. These particular 
attacks, which began in September, were targeted, 
persistent, and recurring. These attacks targeted 
a number of the largest financial instittuion.s, as 
well as a few large regional organizations. The 
knowledge and skill of the attackers appeared 
to increase over time, including incorporation 
of blended attacks, which can employ multiple 
vectors to ensure higher success rates, and the use 
of browser-specific attacks to allow compromises 
over multiple operating systems platforms. With 
this recent experience, the financial sector has 
become increasingly adept in identifying, assessing, 
preventing, and mitigating cyher risks. 

Financial sector services groups (.such as the 
Financial Sector Information Sharing and Analysis 
Center), trade associations, and coordinating 
committees of the public sector (such as the 
Financial Services Sector Coordinating Council) 
are critical to understanding the risks, trends, and 
best practices for mitigation of cyber threats, and 


for disseminating timely information. Enhancing 
cross-sector cooperation, particularly with industries 
upon which the financial sector is dependent, 
such as energy, power, and telecommunications, 
is critical to resiliency. Public-private partnership 
improvements in the analysis and dissemination of 
robust information to improve real-time responses 
to cyberattacks will enhance incident management, 
mitigation, and recovery efforts. Enhanced 
cybersecurity education directed to employees 
and consumers, as well as efficient implementation 
and testing of re.sponse programs, will improve 
protection, mitigation, and response to cyberattacks. 

laundering 

The scale, efficiency, sophistication, and complexity 
of the L’.S. financial system make it a prime target 
for those who seek to conceal and move illicit 
money. Money launderers must often, at some 
point, rely on the U.S. financial .system to move or 
launder the illicit funds supporting or derived from 
their operations. The technology, products, and 
services offered by in.stjtutions to give customers 
better and quicker access to financial services can 
also be used by criminals to instantaneously and 
anonymously move money throughout the world, 
sometimes through the simple click of a mouse or 
the use of a cell phone application. Furthermore, 
money laundering schemes are becoming more 
complex, involving entities and individuals located 
in numerous jurisdictions worldwide. To preserve 
the siahility of the U.S, financial system, money 
laundering and other illicit financial activities need 
to be combated, and financial in.siitutions should 
continually reassess and enhance their systems for 
detecting, reporting, and deterring potential money 
laundering activities accordingly. 

Model Risk 

Model risk presents an increasingly widespread 
and important form of operational risk. Ju,si as 
technological progress has permitted faster and 
more complex transactions, it also has permitted 
more complex models for making investment 
decisions. Flawed models have been costly to some 
financial inst.itution.s. and distress due to flawed 
models can exert negative externalities onto other 
firms. Financial institutions can mitigate model 
risk by continuously monitoring and analyzing the 
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validity of models, comparing alternative models, 
understanding the limitations of their models, and 
supplementing their models with other information 
and analysis. 

7.3 Reliance upon Reference Rates as 
a Vulnerability 

Benchmark interest rates, including the London 
Interbank Offered Rate (LIBOR), the Euro 
Interbank Offered Rate (EURIBOR), and similar 
rates, are referenced in swaps transactions, 
commercial and consumer loans, futures contracts, 
and other financial derivatives products traded in 
over-the-counter (OTC) markets and exchanges 
around the worldJ* Approximately $350 trillion 
notional amount of swaps and $10 trillion of loans 
are indexed to LIBOR alone. Furthermore, LIBOR 
is a reference rate for 70 percent of the U.S. futures 
market, a majority of the swaps market, and nearly 
half of U.S. adjustable-rate mortgages (ARMs). 

LIBOR. EURIBOR, and other similar benchmarks 
play a key role in the financial system’s core 
functions of pricing and allocating capital and 
risk. The Council believes that the price signals 
derived from such benchmark interest rates must 
have integrity; be based upon competitive forces 
of supply and demand; and be free of fraud, 
manipulation, and other abuses. For capital and risk 
to be efficiently allocated within the economy and 
risk to be appropriately measured, such interest rate 
benchmarks should reflect actual price discovery 
anchored in observable transactions. 

Ihe Decline in Unsecvmi, Inierlmk Lending 

LIBOR and other similar rates reference a market 
chat currently has few, and at times, no transactions, 
particularly in longer tenors. The decline in trading 
in unsecured bank funding markets is attributable 
to a significant structural .shift in the funding of 
balance sheets and trading positions by market 
participants since the financial crisis. In particular, 
the funding market between banks has shifted 
from unsecured borrowing to borrowings that are 
secured by posting collateral. Furthermore, the 
deterioration in the perception of some hanks’ 
credit risk since the beginning of the European debt 
crisis has exacerbated the reluctance of banks to 


engage in unsecured lending. The very large volume 
of excess reserves in the banking system provided by 
central hajrks has also contributed to significantly 
reduced activity in interbank lending markets. In 
addition, banks are more closely managing demands 
on their balance sheets. Recent changes to Basel 
capita! rules also move banks even further from 
interbank lending on an unsecured basis. 

Weakness o! Reference Rate Governance 

Another key problem with LIBOR and other similar 
rate regimes that facilitated the malfeasance that 
occurred was the weakness of the governance 
structures that were in place. This weakness was 
evident both in the processes that existed within 
banks for determining their submissions and in the 
processes for administering the rates more hroadly. 
Coupled with the scarcity of transactions in the 
unsecured, interbank market, these weaknesses 
created the opportunity for banks to manipulate 
and misrepori rates over long periods of lime. 

Manipulative Activity 

Recent investigations uncovered systematic 
false reporting and manipulations of reference 
rate submissions dating back many years. This 
misconduct was designed to either increase the 
potential profit of the submitting firm.s or to convey 
a mi.sleading picture of the relative health of the 
submitting banks. These actions were pervasive, 
occurred in multiple bank locations around the 
world, involved senior bank officials at several 
banks, and affected multiple benchmark rates and 
currencies, including LIBOR, EURIBOR, and the 
Tokyo Iiuerbank Offered Rate (TIBOR). Each of the 
banks that faced charges engaged in a muiti-year 
pattern of misconduct that involved collusion with 
other banks. These revelations have undermined the 
public’s confidence in these benchmarks. 

In the United States, the CFTC issued orders 
bringing and settling charges against Barclays, 

UBS, and the Royal Bank of Scotland. The orders 
charged the banks with manipulation, attempted 
manipulation, and false reporting, resulting in 
penalties of more than $1.2 billion in the United 
Stales, and over $2.5 billion globally. The bank.s 
also reached resolutions with U.S. Department of 
Justice (DOJ) and foreign authorities. The CFTC’s 
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BOX F: LESSONS.UMRNED FROM SUPERSTORM SANDY 




Financial sector infrastructure operates In an en\^nment 
that is threatened daily by natural disasters, human eiror, 
and intentional acts. Core financial infrastructure firms, 
including providers of payment, settlement, trading, 
and clearing services, must ensure that their d6% 
operations can function with a high ievel of confidentisJity, 
integrity, and availability in the face of these threats. 

While these firms continue to successfully identify, 
prevent, mitigate, and respond to threats, wide-scale 
events still pose potential operationsJ risks, including 
disruption or degradation of critical functions supporting 
financial transactions. 

Superstorm Sandy made landfall near Atlantic City. New 
Jersey on Monday. October 29. 2012. as a post-tropical 
cyclone. At its peak, the storm left over 6 million people in 
16 states without power. The financial serMces sector was 
most affected by the impact of the storm in New York City 
and New Jersey. The severe flooding and wind impact 
on energy, telecommunications, and transportation 
infrastructures highlighted the financial services sector’s 
dependency on those systems. 

Despite the severity of Sandy's impact on people’s 
lives, the financial services sector continued to operate, 
albeit with some notable exceptions. Sandy's impact on 
financial services was limited, with the worst impacts 
experienced during the initial two business days. The 
NYSE and NASDAQ were closed for two consecutive 
days beginning Monday, while money markets and 
fixed income markets experienced an early close on 
Monday, the day of the storm, and were closed on the 
following day, 

The most critical financial market utilities (FMUs), including 
core payment, clearing, and settlement functions, 
operated normally from their primary or contingency sites. 
On the retail services side, point-of-sde data flowed, 
currency inventories were adequate, and ATMs generally 
were available outside the hardest hit areas. The majority 
of institutions and third-party providers successfully 
leveraged their contingency plans, and disaster recovery 


vendors were able to meet extremely high demand. 

The financial services sector's extensive efforts towards 
preparatton and planning, and investment in failover, back- 
up, and alternative operations, as well as the fortunate 
backdrop of an early warning of the impending storm, 
contributed to sector resiliency. Effective governmental 
assistance through federal interagency coordination, 
federal-state coordination, the public-private partnership 
for critical infrastructure protection, and targeted financial 
regulatory relief helped to resolve issues and assure 
communication among affected parties. 

As a result of the storm, several areas were identified 
where further improvement is needed to strengthen 
business continuity and resiliency, including: 

• Planning and testing: it is important that all 
market participants, including firms, exchanges, 
service bureaus, vendors, and clearing houses, fully 
understand the functionality of contingency systems, 
and that key operations and business personnel 
communicate efficiently to assure enterprise-wide 
clarity. Expanded testing exercises would enhance 
market-wide assurance of failover reliability, Such 
testing should involve major market participants as 
well as exchanges, clearing houses, settlement and 
payment systems, and data repositories, and should 
also involve providers of essential services such as 
power, water, and telecommunications. 

• Incident management: Protocols for assuring 
a timely decision on whether and when to close 
or open markets would benefit from review and 
streamlining by the responsible pubiic-and private- 
sector entities. Likewise, protocols for assuring 
timely decisions within financial firms and service 
providers on whether and when to leverage back-up 
sites would benefit from continued regular testing. 
Furthermore, market interdependencies need to be 
fully incorporated in the decision-making process. 

• Personnel: The resilience of critical components 
of the financial system, including major market 
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participants, requires geographic dispersaJ of both 
eiectronic systems and personnel sufficient to enable 
an organization to operate despite the occurrence 
of a wide-scale disruption affecting the metropolitan 
or geographic area of the organization’s primary 
operations, including communities economice^y 
integrated with, adjacent to, or within normal 
commuting distance of the primary operations 
area. Organizations, including major financial firms, 
need to continuously and rigorously analyze their 
routine positioning and emergency repositioning 
of key management and staff. This is an ongoing 
requirement as technology, market structure, and 
institutions evolve rapidly. Developed business 
continuity plans should be implemented, and key 
staff should be sent to disaster recovery sites when 
there is advance notice of events. 

Dependencies; Cross-industry interdependencies 
require constant review, reassessment, and 
improvement by organizations to mitigate the impact 
of energy, power, transport, and communications 
failures during severe incidents, and to help ensure 
reliable redundancy. 
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settlements with Barclays, UBS, and the Royal Bank 
of Scotland included measures requiring those 
three banks to take specified steps concerning 
their LIBOR and other benchmark interest 
rate submissions and to improve related 
internal controls. 

Financial Stability Concerns 

Council members believe that in the absence of both 
an explicit and transparent link between LIBOR 
and market transactions and strong governance 
of reference rates, price signals for capital and 
risk allocation and risk measurement may become 
distorted, possibly leading to misallocation of capital 
and risk and a mis-measurement of risk. Identifying 
alternatives anchored in observable transactions 
with appropriate governance structures, and 
determining how to achieve a smooth transition to 
them, would niiiigaio the risk ofa signilicaui threat 
to U.S. financial stability. 

Possible Dk't<ynm<; m Capital Markets by Contimsb Use 
of LIBOR 

The continued publishing of LIBOR implicitly 
suggests that there is a liquid underlying market 
when, in fact, trading volumes are thin, and at 
limes nonexistent, particularly in longer tenors. 
Referencing LIBOR and similar rates diminishes 
market integrity and will be unsustainable in the 
long run, inasmuch as these rates arc not anchored 
in observable transactions. Furthermore, significant 
incentives for misconduct exist when a vast array of 
financial instruments reference a given benchmark 
based on a small or po-ssibly nonexistent market, 
These incentives were noted by a recent Bank 
for Internationa! Settlements’ (BIS) Economic 
Consultative Committee report: "Cases of market 
manipulation have raised concerns about the 
appropriateness of the processes and methodologies 
used in formulating reference interest rates. These 
cases rellcci both the incentives to manipulate 
stibmi.s.sion.s — e.g, the potential to profit in a large 
derivatives market that relies on reference rates and 
the desire during the financial crisis to avoid the 
stigma associated with relatively high submissions — 
and a relatively weak governance structure.” 


Banks Withdraw fi-om UBOB Panels 

In light of the litigation and reputational risk, there 
is a chance that banks currently participating in 
LIBOR panels may choose not to submit raies.-^ 
According to media reports, banks have considered 
withdrawing from LIBOR and ocher panels. To date, 
six banks have withdrawn from EURIBOR, and a 
number of banks, including Barclays, have pulled 
out of lesser-used LIBOR panels, such as LIBOR 
for the Australian dollar and the Canadian dollar. 

All 18 banks continue to report to the U.S. dollar 
LIBOR panel, but ab.sent a smooth and orderly 
transition, if banks were to pull out of the U.S. 
dollar L.IBOR panel, preventing LIBOR from being 
published, it could prove difficult to settle contracts 
or write new contracts. While some contracts 
contain language that allows for a backup rate in 
the event of temporary problems with LIBOR, it is 
not clear how an event would be treated if LIBOR 
cca.sed to exist. 

A Rapid mb Precipitaus Move by Market Participants io 
Divest Contracts Tied to LIBOR 

Another concern is if market participants were to 
rapidly and precipitously move to divest investments 
and contracts linked to LIBOR, While such an 
event is currently not expected, such an event 
could destabilize markets. If such a shift occurred 
gradually, it could be seen as market participants 
effectively solving their own problem. However, if 
appetite for LIBOR-linked investments and contracts 
was severely reduced and led investors to rapidly 
and precipitously shift out of these instruments, 
the normal functioning of a variety of markets, 
including business and con.sumer lending, could 
be impaii-cd. 

Reform Efforts 

In the wake of the investigations and settlements 
described above, imikiple international regulatory 
bodies and supervisory agencies responded to 
concerns about reference rates and financial 
benchmarks by initiating reviews of various global 
benchmark activities and developing best practices 
to improve the governance of these benchmarks. 

The U.K. government requested that the Financial 
Services Authority (FSA) review' LIBOR and provide 
recommendations for its revision or replacemenl. 
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The resulting Wheatley Review published a final 
report on September 28, 2012, which included a 
number of major and minor revisions to the then- 
current system of governance, calculation, and 
oversight. As examples, the Review recommended 
an explicit and clear use of transaction data to 
corroborate LIBOR submissions and a phasing 
out of all but 37 of the current 150 published 
rates.-'"' The Review recomnrended, for instance, 
that Canadian dollar LIBOR and Australian dollar 
LIBOR cease to exist. The Review concluded 
that transaction data should be explicitly used to 
support LIBOR submissions. It also emphasized 
the importance of sound governance in the 
determination of reference rates and, along the 
lines of the Review, recommended that both 
the administration and submission processes 
be regulated by the FSA. The Wheatley Review 
recommendations were incorporated in Ihsal 
legislation by the U.K. Parliament in December 
of 2012. On March 25, 2013, the U.K. FSA issued 
proposals for the regulation and supervision of 
LIBOR-related activities.^"^ LIBOR-related activities 
fall under regulation by the new Financial Conduct 
Authority (FCA) as of April 2, 2013, Benchmark 
administrators are required to corroborate 
submissions and monitor them for suspicious 
activities. Banks must put in place conflicts of 
interest policies, and benchmark administrators 
and submitters must be considered FSA-approved 
persons. 

The CFTC and the U,K, FCA are co-chairing 
the International Organization of Securities 
Coinmi.ssions (IOSCO) Task Force on financial 
market benchmarks. In January 2013, the task force 
published its Consultation Report on Financial 
Benchrnark.s, with a final report scheduled to he 
published in mid-June,'’'* The consultation requested 
public input on a possible framework of principles 
to support the quality and credibility of benchmark 
administration and the resilience of benchmarks. In 
the report, the Ta.sk Force said, among other things, 
that in order to be credible, benchmarks .should be 
anchored in observable transactions and be subject 
to clear governance and accountability mechanisms. 
The consultation report stated, "The Task Force 
is of the view that a benchmark should as a matter 
of priority be anchored by observable transactions 


entered into at arm’s length between buyers and 
sellers in order for it to function as a credible 
indicator of prices, rates or index values.” It went 
on to say, “However, at some point, an insufficient 
level of actual transaction data raises concerns as to 
whether the benchmark continues to reflect prices 
or rates that have been formed by the competitive 
forces of supply and demand.” The consultation 
report also discussed the need for benchmarks, 
as well as contracts and financ ial instruments 
that reference benchmarks, to have contingency 
provisions to address the possible cessation of a 
benchmark and the transition to alternatives. 

The March 2013, the BIS Economic Consultative 
Committee report noted that greater use of 
transaction data combined with the transparent 
and appropriate use of expert judgment in the 
rate setting process would enhance the resilience 
of reference races, and that steps should be taken 
to ensure that contracts have robust fallback 
arrangements for u.se in the event that the main 
reference rate is not produced.’*'’ In addition, the 
report notes both the incentives to manipulate 
and a relatively weak governance structure. The 
report also discussed a range of options that central 
hanks could use to promote additional benchmark 
choices, including a rebalancing away from current 
unsecured, interbank lending reference rates. 
Significantly, the report stressed that given the 
"public-good” nature of reference rates, it is “entirely 
appropriate that the official sector should play a 
role in ensuring the reliability and robustness of 
reference rates and facilitating a range of private 
sector solutions.” 

International regulators and markets participants 
haw begun to consider alternatives and possible 
arrangements to transition to alternative rates. For 
example, the BIS working group report lists the 
overnight swaps rate and short-term collateralized 
financing rates, .such as general collateral repo rates, 
as possible alternatives. 

Regulators around the globe have taken steps 
toward reviewing their own local benchmarks. The 
European Securities and Markets Administration 
(EISMA) and European Banking Authority (EBA) 
published ajoint consultation report in January 
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Chart 7.4.1 Historical Bond Yields 
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2013, which focused on EURIBOR and other 
European benchmarks, detailing similar high- 
level principles for benchmark administrators, 
calculation agents, and submitters. On the 
legislative front, the European Commission has 
started to revise current legislative authority 
over these widely used market instruments. 

All of these entities aim to establish systems of 
governance and administration, especially in 
the case of benchmarks with widespread use, 
that will perform robustly through 
a wide range of market conditions. 

7,4 Financial System Vulnerability to 
Sudden Spikes in hxed Income Yields 

Treasury yields are at the lowest levels seen since 
the 1940s (Chart 7.4.1). Yields across the credit 
spectrum are also low by historical standards. 
The primary drivers for these exceptionally low 
levels are threefold: expectations of continued 
low short-term interest rates, compressed 
pricing of interest rate risk, and contained 
solvency risk for credit markets. 

• Market expectations of low shon-tenn rates 
can be gauged from federal funds futures, 
which are at very low levels relative to recent 
years (Chart 7.4.2), Expectations for low 
future interest rales primarily reflect the 
stance of monetary policy, including the 
Federal Open Market Committee’s (FOMC) 
race guidance. That policy stance, in turn, 
reflects the depth of the post-crisis recession 
and the moderate recovery since that time. 

* The pricing of interest rate risk can be 
measured by term premia, or the excess 
compensation to investors of holding 
long-term Treasury securities compared 
to reinvesting in short-term securities 
periodically over time. Current estimates of 
term premia are quite compressed relative to 
historical averages (Chart 7.4.3),^“ The I-year 
rate 9 years forward — another measure of 
the risk premium embedded in Treasury 
securities — is also very low. The pricing 

of risk is driven by the composition of 
investors and by risk appetite. An important 
factor in the composition of buyers is the 
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presence of the Federal Reserve’s large-scale 
asset purchase programs (LSAPs) as well 
as pension funds’ demand for long-term 
Treasury securities, both of which tend to 
compress term premia. The low rate volatility 
environment relaxes risk management 
constraints, resulting in higher risk appetite. 

• The pricing of credit ri.sk is measured by 
credit spreads, which are the difference 
in yields between corporate bonds and 
Treasury securities of the same duration 
for given credit qualities. Credit spreads 
have declined, but are not unusually low 
by historical standards (Chart 7.4.4). High- 
yield, or speculative grade, corporate 
credit spreads have also compres.sed. The 
compression in spreads can be attributed 
to a decline in the credit risk premium 
in response to robust demand for higher- 
yielding assets, healthy corporate balance 
sheets, and a sanguine outlook for defaults. 

The low level of interest rates provides 
incentives for institutions to reach for yield 
by extending their duration risk, investing in 
lower-quality credit, or increasing their degree 
of leverage. Pension funds, insurers, and asset 
managers, face challenges in meeting targets 
for future obligations. Reaching for yield is 
supported by the low measured volatility across 
asset markets. Low term premia provide an 
incentive to move down the credit spectrum 
and earn higher spread. On the other hand, low 
term premia may be offsetting those incentives 
to some extent by reducing the profitability 
of maturity transformation and encouraging 
financial institutions to increase their longer- 
term funding, 

There is some evidence that investors are 
exhibiting reach for yield behavior. In primary 
markets, new issuance set highs in leveraged 
loans, high-yield bonds, and investment 
grade bonds. However, there is currently 
little evidence that high-yield bonds are 
being purchased by levered investors, or that 
they are being issued by excessively levered 
borrowers. Still, there is some evidence of 
deteriorating underwriting standards for high- 
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yield bonds and leveraged loans. Collateralized loan 
obligations (CLOs) offer leveraged exposure to 
high-yield corporate credit. Additionally, increased 
competition among underwriters and limited 
volumes of merger and acquisition activity have led 
to an erosion of margins and other protections for 
lenders. 

The high volume of CLO issuance is indicative 
of hroader issuance trends in the leveraged loan 
market, where fmanclal conditions are getting less 
tight. Increased i.ssuance of leveraged loans has 
historically served as an early warning indicator. 
However, since the financial crisis, rating agencies 
have revised criteria to require higher credit 
enhancements for rated CLO tranches, which 
provide additional protection for senior note 
investors. Today, CLO structures are generally less 
complex than they were before the crisis.’’ While 
leverage and illiquidity were key vulnerabilities for 
structured products during the crisis, CLOs today 
are primarily funded either hy non-levered investors 
or commercial banks, which tend to buy senior 
tranches. There is little evidence that CLOs are 
funded by leveraged, short-term funded investors 
outside of depository institutions. Besides banks, 
CLO investors arc often long-term, fully capitalized 
entities whose holding periods are less sensitive 
to short-term funding conditions. Furthermore, 
many CLOs arc floating rate, and as a result pi oieci 
investors against intere.st rale risk. 

Yields and ri.sk premia are likely to rise from their 
current low levels. The speed of this adjustment is 
important to financial .stability. WOiile a transition 
to a more normal yield environment might occur 
gradually over years, there is a risk of a sudden 
spike in yields. A yield spike could be induced by 
changed views about the economic outlook, an 
adverse external shock, or a sudden change in risk 
appetite. Spikes in the pricing of ri.sk occur when 
the risk appetite of in.sii[iuions, or their ability to 
take risk, drops suddenly, triggering an adt'erse 
feedback loop of investor losses, forced asset sales, 
lower asset prices, higher market volatility, and 
further decreases in risk appetite. The vulnerability 
of the financial system to such shifts in risk 
appetite depends on the degree of leverage in the 
financial system, maturity transformation, and 


interconnectedness among financial institutions. 

In addition, a sharp increase in yields can be 
triggered by duration hedging of investors in the 
MBS market (see Box C: Convexity Event Risk). 
These vulnerabilities have been mitigated in recent 
yeare. The degree of leverage is generally lower 
due to tighter regulatory requirements and more 
stringent market discipline, maturity transformation 
in wholesale funding markets has been reduced due 
to the decline in shadow banking activity since the 
crisis, and vulnerabilities from interconnectedness 
of financial institutions have been reduced citte to 
improvements in counterparty risk management. 

The combination of low returns and increasing 
appetite for risk warrants continued vigilance by 
regulators, investors, and lenders to the potential 
build-up of risks. Although cotmterparty risk 
management in many markets has improved, 
particularly in the swaps market, concerns remain 
that funding markets have not taken the necessary 
steps to appropriately reduce counterparty risk. 
Opaque chains of intermediation remain possible 
ri.sk transmission channel.s, such as in short-term 
funding markets, securities lending, and 
derivative markets. 

7.5 Foreign Economic and Financiai 
Deveiopments 

Though external threats appear to have decreased 
over the past year, they remain a risk to U.S. 
financiai stability and economic activity, The 
euro area and japan grapple with ways to reduce 
public debt burdens and promote growth. China 
has avoided an abrupt slowdown, but concerns 
persist about its ability to transition away from its 
investment-driven growth model. 

Policy actions undertaken by euro area governments 
and the European Central Bank (ECB) have 
improved stability in the euro area and eased 
severe market pressures, providing additional time 
for adjustments at the country and regional level 
(see Section 4.4.1). However, recent developments 
in Italy and Cyprus serve as a reminder that the 
euro area continues to be a source of shocks and 
vulnerabilities. Renewed stress could arise due 
to missed fiscal or structural reform targets and 
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adverse political developments, Delays in financial, 
economic, and fiscal integration conld make it 
difficult to reverse large inira-euro area economic 
disparities and leave the region vulnerable to new 
shocks over an extended period of time. Sustained 
economic weakness is also a possible source of 
renewed stress. The restoration of growth in the 
euro area remains essential, and will support 
a reduction of heavy debt burdens, lower high 
unemployment rates, and help maintain political 
support for the adjustment process within the 
core and periphery, injanuary, the International 
Monetary Fund (IMF) forecasted a sequential 
strengthening of growth over 2013, by 0.5 percent 
on a Q4/Q4 basis; however, headwinds to growth 
include substantial fiscal drag, private sector 
deleveraging, and a weak externa! environment. 
Medium-term growth prospects remain uncertain, 
given mixed progress with reforms to address 
challenges to compeiiveness and productivity. 
Financial fragmentation within the euro area 
continues to be a challenge. Private sector capital 
has started to return to the periphery, but remains 
sharply lower compared to pre-crisis levels. 
Meanwhile, despite the reduction in sovereign 
debt yields, there has been limited feed through 
to improved credit conditions for private sector 
borrowers in the periphery countries. European 
bank lending capacity continues to be constrained 
by balance sheet deleveraging, rising credit costs, 
and ongoing efforts to bolster capital buffers. 

The Japanese economy is marked by sluggish 
economic growth, persistent deflation, and high 
public sector indebtedness. Consistent with Prime 
Minister Abe's campaign calls, injanuary, the Bank 
of Japan (BOJ) adopted a 2 percent inflation target 
as part of a joint statement with the government. 
The BOJ’s new policy framework, approved in 
April, shifted the policy operating target from 
the overnight call money rate to the quantity 
of the monetary base, with a target of ¥60-70 
trillion annua! growth. The BOJ ha.s committed to 
maintaining the new policy as long as necessary to 
maintain 2 percent inflation “in a stable manner.” 
The new government is seeking to establish a policy 
mix that boosts growth and end.s deflation. A high 
public debt burden (gross public sector debt totals 
235 percent of GDP) and Japanese banks' large and 


growing share of Japanese government bond (JOB) 
holdings remain vulnerabilities. 

China has significant itiflueitce on financial market 
sentiment due to its large size and sustained rapid 
growth. A sharp deceleration of domestic demand 
could impact macroeconomic, trade, and financial 
activity among its trading partners, including 
the United States and other Group of 20 (G-20) 
countries. Recent Chinese economic data suggests 
that activity has stabilized, mitigating concerns that 
prevailed last year over an abrupt .slowdown (see 
Section 4.4.2). However, concerns persist about the 
sustainability of China’s growth model, in which 
exports and fixed investment have played key roles, 
•and about the prospects for gradually rebalancing 
the economy toward domestic consumption. 
Challenges include implementing a host of 
structural reforms, such as interest rate and capital 
account liberalization, and addres.sing banking and 
other financial sector risks, including the nonbank 
credit sector. China’s strong external position and 
demonstrated capacity tor forceful policy actions 
may enable it to address these risks, 
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Chart 7,6.1 
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Chart 7.6.2 Number and Distribution of Subsidiaries: 

Selected Top 50 BHCs 





% of Assets 
Outside Domestic 

Consolidated 
Total Assets 
(enUenolUStl 

Rank Name 

Total 

ForelQn 


1 JPMorgan Chase 

3.409 

449 

14.1% 

2.359.1 

2 Bank ol America 

1.836 

429 

25.1% 

2,212-0 

3 Citigrggp 

1,642 

682 

29.5% 

1,864.7 

4 Wells Fargo 

1,331 

90 

6.4% 

1.423.0 

5 Goldman Sachs Group 

3,124 

1,683 

87,4% 

938.8 

6 Morgan Slanley 

3,093 

1.398 

87,6% 

781.0 

10 Capital One Financial 

115 

14 

0.0% 

313.0 

20 Roalons Financial 

39 

4 

0.8% 

121 3 

30 BBVA USA Baneshares 

44 

D 

0.0% 

69.1 

40 BOK Financial 

35 

0 

07% 

28.1 

SO Webster Financial 

19 

0 

0.2% 

20,2 

Total 

19.743 

S.859 

24.9% 

14,274.0 

c»nl»f, FR Y-SC, FR VRl, 
PRY-m.FFlEC OSl.FFeCMI 
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Chart 7.6.3 BHC Subsidiaries by Industry 



Source: National Information Center, FR Y-6. FR V-IO 


7.6 Risk-Taking Incentives 
of Large, Complex, Interconnected 
Financial Institutions 

Financial insliluiions have incentives to take 
on excessive risk if they perceive a public sector 
guarantee. Risk-taking incentives can be furthei 
supported if the market perceives iinancial 
institutions as being too big, too complex, 
or loo interconnected to fail. Such market 
perceptions of government support diminish 
market discipline by allowing institutions to 
take on more leverage at lower cost. In fact, 
some credit rating agencies continue to factor a 
systemic support uplift into the long-term credit 
ratings of the largest U.S. financial institutions 
(Chart 7.6.1). 

While the systemic uplift by credit rating 
agencies generally declined since the financial 
crisis due to improving credit assessments of 
the underlying company and a perception of 
decreased government support, the uplift has 
not disappeared completely. The justification 
by the credit rating agencies for the systemic 
support uplift is the perception that the actions 
of government authorities during the recent 
crisis imply a guarantee to large, complex, 
interconnected financial institutions. The 
uplifts for long-term credit ratings also tend to 
be reflected in the short-term ratings that help 
firms access short-term unsecured wholesale 
funding. Vulnerabilities can arise when a 
ftnasKial institution’s funding model depends 
in part on the belief that the government 
will provide support, rather than .solely on the 
intrinsic strength of the institution and 
its portfolio. 

The Dodd-Frank Act explicitly addresses the 
incentives and abilities of large, complex, 
interconnected institutions to engage in risk 
taking through a combination of policie.s. 

• The .Act limits the ability of the government 
to provide extraordinary support to 
shareholders and creditors of large, complex 
financial institutions. Thus, by law, the 
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governmeni is constrained in its ability to provide 
support after a crisis event. 

• The Act institutes enhanced prudential standards 
for the largest BHCs and designated nonbank 
financial companies (see Section 6.1.1). The 
enhanced prudential standards include risk- 
based capital and leverage requirements, liquidity 
standards, risk management and risk committee 
requirements, single-counterparty credit limits, 
and stress test requirements. The stringency of 
these requirements tends to increase with the 
size and complexity of the firm. In addition 

to these enhanced prudential standards, the 
Dodd-Frank Act provides the Council authority 
to impose a debt-to-equity limit for companies 
that it has determined pose a grave threat to 
financial stability. Together, these provisions put 
limits on certain types of risk taking by financial 
institutions, and thus reduce the probability of 
failure, though the provisions do not directly 
reduce perceptions of public guarantees. 

• The Act authorizes the FDIC to resolve certain 
failing financial companies deemed to pose a risk 
to the financial system. The FDIC is developing 

a resolution strategy for stich firms that will 
promote financial stability by minimizing 
contagion and requiring accountability by forcing 
the firms’ shareholders and creditors to bear 
losses and culpable management to be replaced. 
In addition, covered companies are required to 
develop their own resolution plans, which are 
jointly reviewed by the Federal Reserve and the 
FDIC (see Section 6.1.3). If the Federal Reserve 
and the FDICjointly determine that a re.solution 
plan is not credible or would not facilitate orderly 
resoiucion under the Bankruptcy Code, then the 
company must resubmit the plan with revisions, 
including, if necessary, proposed changes in 
business operations or corporate structure, 
that demon.straie that the plan is credible and 
would result in orderly resolution under the 
Bankruptcy Code. 

The complexity and international reach of BHCs 
is illustrated in Chart 7.6.2. which reflects the 
diverse business lines and locations in which 
these firms operate.'*^ BUG legal structures spread 
over hundreds, and in some cases thousands, of 
subsidiaries, many of which are domiciled abroad. 


For the six largest BHCs by total assets, the share 
of assets outside of domestic commercial bank 
subsidiaries ranges from 6.4 percent to 87.6 percent, 
illustrating that traditional banking is in some 
cases only a small fraction of BHCs’ activities. The 
largest share by industiT of nonbank subsidiaries is 
accounted for by funds, trusts, and other financial 
vehicles (Chart 7.6.3). Many of these funds, 
trusns, and financial vehicles conduct credit 
intermediation via securitization outside of the 
comnaercial bank. For the largest BHCs, the biggest 
nonbank subsidiaries by asset size include securities 
broker-dealers. 

Market participants may continue to perceive that 
some institutions receive special treatment by virtue 
of their size. Such beliefs could be exacerbated by 
the degree of concentration in the financial services 
industry. While the approval process for bank 
consolidations now take into account the systemic 
risk footprint of the resulting firm (.see Box G: 

Bank Consolidation and Financial Stability Policy), 
increased concentration can still be achieved via 
organic growth. However, in the past two years, 
the asset share of the 10 largest U.S. financial 
institutions has decreased, while the asset share of 
smaller institutions has increased (Chart G.l). 
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BANK CONSOLIDATION AND FINANCIAL STABILITY POLICY 


BOX G: 


Banking concentration in the United States has remained 
relatively stable in the years since the financial crisis. As 
is shown in Chart G.1, acquisitions by the largest firms in 
the years preceding the crisis had caused a substantial 
fraction of assets at the top 50 banking organizations to 
become consolidated among the 10 largest institutions. 
The crisis-reiated acquisitions that occurred during 2007 
to 2008 further raised the asset share of the 10 largest 
institutions to above 50 percent.^ In the past two years, 
the asset share of the 10 largest institutions has declined 
somewhat, while the share of the banks below the top 50 
has increased. Despite the trend towards consolidation 
prior to and during the financiai crisis, the U.S. banking 
system remains relatively unconcentrated compared 
with that of many other advanced economies. The size 
distribution of banking firms is relatively broad, vwth 
regional or smaller banks conducting a substantial share 
of retail banking activity. 


Chart G.1 Asset Shares of U.S- Financial Institutions 


Percent of Total Assets As Of: 2012 Q4 Percenn^ Total Assets 



For several yea's, tire federal banking agencies have 
been prohibited from approving an interstate acquisition 
or merger in which a banking organization’s post-merger 
sha'e of U.S. deposits would exceed 10 percent upon 
consummatton.®^ In addition to this limitation, prior to 
the financial crisis, federal banking agencies focused 
primarily on competitive, microprudentiai supervisory, and 
community and consumer considerations when reviewing 
bank and BHC mergers and applications, without specific 
regard to financial stability. For the competitive analysis— 
which is stili applied today— federal law prohibits the 
approf^iate federal banking agencies from approving a 
bank merger or acquisition if it would result in a monopoly, 
The taw also prohibits an agency from approving a 
proposal that would substantially lessen competition or 
tend to create a monopoly, unless the agency finds that 
the anticompetitive effects are clearly outweighed in the 
public interest by the probable effects in meeting the 
convenience and needs of communities served. 

In 2010, the Dodd-Frank Act incorporated additional 
provisions regarding banking acquisitions, including 
severe sections that direct the Federal Reserve to 
consider finance stability in its review of banks, BHCs, 
and related nonbank acquisitions.®® The Dodd-Frank Act 
also requires the appropriate federal banking agency to 
consider the risks to U.S. financial stability in its review of 
a banking organization merger,®® In addition, the Dodd- 
Frank Act prohibits an insured depository institution, 

BHC. savings and loan holding company (SLHC), or 
nonbank financiai company supervised by the Federal 
Reserve from merging with or acquiring control of 
another company if the total consolidated liabilities of 
the acquiring company upon consummation of the 
Iransactbn would exceed 10 percent of the liabilities 
of ail financial companies. 

The new financiai stability screens have been applied to 
several recent acquisitions, including PNC’s December 
2011 acquisition of Royal Bank of Canada’s U.S, banking 
subsidiary and the acquisition by Capita! One of ING Bank 
{the U.S. thrift affiliate of ING Group) in February 2012. 
These two acquisitions ieft the acquiring firms among 


2 0 11-1 rSOC // Anitual Report 




187 


the largest U.S. institutions in terms of deposits, but their 
shares of banking organization assets are stil! substantially 
smaiier, leaving the two firms out of the top 10 {Chart 
G.2), The Federal Reserve stated that it will generally find 
a significant adverse effect "if the failure of the resulting 
firm, or its inability to conduct regular-course-of-business 
transactions, would likely impair financial intermediation 
or financial market functioning so as to inflict matericd 
damage on the broader economy."^' 


Chart G.2 Asset Shares of the Top 10 U.S. Financial Inshhitions 

As Of: 2012 04 

Shar« Qf U.S. Asaata Assals 

Aarcftl flWionacfUSt 

_JPMorg*n_Cha*« 10 5 

Bank of Arraric a 9.« 2.212 

Citigroup £3 1,868 

Walis Fargo 6;3 M23 

Qoktfnan Sacha 42 ^9 

Morgan SUfilay 3^5 781 

CratfH Suiaaa (U.S.) 2_6 575 

Dautache Bank (U.S.) 23 5M 


Barclay* (U.S.) 2.2 501 



Naie: Ineiuile) US.-etiantrad mdannCanlliaMaandSnCs.SLHCi. iaOaoandaM nCt. ciaai c*<g 

fat iccuaUioni and cKinar ekangta. kaaalt aia ai of 2012 04 aac»< am^«areai SKCa ( 20)2 Q 2 ). 
«*<tain FBQ nenbank atnilalaa Dial nia annually (20)1 04), aaa Ml oMr FBO ncxaiank aia-Utw (20)2 09) 
Seurcs: FR Y-9C. FR Y-9SP, SLHC, Call Rapods, SEC 10Q$ 


The metrics applied by the Federal Reserve to assess 
the effects of the transactions on financial stability 
include measures of size, substitutability of critical 
services, interconnectedness, complexity, and cross- 
border activity. These metrics are conceptually similar to 
the global metrics applied by the Basel Committee on 
Banking Supervision (BCBS) in the designation of global 
systemicalty important banks (G-StBs). 
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Abbreviations 

ABCP Asset-Backed Commercial Paper 

ABS Asset-Backed Security 

AfS Avatlable-for-Sale 

ABM Ad}ustabie- Rate Mortgage 

ATRA American Taxpayer Relief of 2012 

AUM Assets Under Management 

BAC Bank of America 

BATS BATS Global Markets, Inc. 

BBA British Bankers' Associahon 

6CBS Bas^ Committee on Banking Superirision 

BEA Bureau o! Economic Analysis 

QFi Business Fixed Investment 

BMC Bank Holding Company 

BIS Bank for International Settlements 

GLS Bureau of Labor Statistics 

BNYM Bank of New York Mellon 

GOE Bank of England 

GOJ Bank of Japan 

C Citigroup 

C&f Commercial and Industrie 

CapPR CafMt^ Plan Review 

C60 Congressional Budget Office 
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CCAB Comprehensive Carntal Analy^ and Review 

CCP Central CountK'party 

CD Certificate of Deposit 

CDS Credit Default Swap 

CEA Commodity Exchange Act 

CFPB Bureau of Consumer Rnancitd Protecfion 

CFTC Commodity Futures Trading Commission 

CGFS Committee on the Global Financial System 

CLO Coilateralized Loan Obligation 

CIS CLS Bank Intemationtd 

CMBS Commercial Mortgage-Backed Security 

CME Chicago Mercantile Exchange 

CMC Collateralized Mortgage Obligatiorr 

COD Cental Operating Unit 

CoVaR Conditiona! Value-at-Rtsk 

CP Commercial Paper 

CPPI Commercial Property Price Index 

CPSS Committee on Payment and Settlement Systems 

CRE Commerciai Heal Estate 

CU Credit Union 

DB Defined Benefit 

DC Defined Confribution 

DDoS Distributed Denial-of-Service 

DFAST Dodd-Frank Act Stress Tests 
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DIP 

DOJ 

DTC 

DTI 

DTCC 

E&S 

EBA 

ECB 

ECOA 

EFSF 

EM 

EMBk 

EME 

ERISA 

ESM 

ESMA 

ETF 

ETN 

ETP 

ETV 

EU 

EURI0OR 

FASB 

FBO 


Distress Insurance F^enuum 
U.S. Department of Justice 
Depository Trust Company 
Debt-to-income 

Depository Trust & Clearing Corporation 
Equipment and Software 
European Banking Authc^ity 
European Central Bartk 
Equal Credit Dppmiunity Act 
European Financiai Stability Facility 
Emerging Market 

Emerging Markets Bond index Plus 

Emerging Market Economy 

Employee Retirement Income Security Act 

European Stability Mechanism 

European Securities and Markets Administration 

Exchange-Traded Fund 

Exchange-Traded Note 

Exchange-Traded Product 

Exchange-Traded Vehicle 

European Union 

Euro Interbank Offered Rate 

Financial Accounting Standards Board 

Foreign Banking Oi^anization 
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FCA Farm Credit Administration 

FOIC Federal Deport Insurance Ccvporation 

Federal Itcservc Board of Governess of ttie Federal Reserve System 

FFIEC Federal nnancial Institutions Examination Council 

FHA Federal Housirtg Administration 

FHFA Federal Housing Rnance ^ency 

FICC Fixed Income Clearing Corp<»ation 

FICO Fair Isaac Corporation 

FiNRA Financial Industry Regulatory Authority 

FIO Federal Insurance Office 

FMl Financial Market Infrastructure 

FMU Financial Market Utility 

FOIA Freedom of Information Act 

FOMC Federal Open Market Committee 

FR6NY Federal Reserve Bank of New York 

PSA Financial Services Authority 

FSB Financial Stability Board 

FSC Financial Stability Committee (lAIS) 

FSOC Financial Stability Oversight Council 

FX Foreign Exchange 

6-20- The Group of Twenty Finance Ministers and Centra! Bank Governors 

G-SIB Global Systemically important Bank 

G -SiFt Global Systemically imporlant Fiirancial institution 

G-Sli Global Systemically Important (i^urer 
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GAAP Generally Accepted Accounfing Principles 

6AS6 Governmental Accounting Standards Board 

GCF Genera! Collateral Finance 

GOP Gross Domestic Product 

GS Goldman Sachs 

GSE Government-Sponsored Enterprise 

HAMP Home Affordable Modification Program 

HARP Home Affordable Refinance Program 

HHF Hardest Hit Fund 

HOEPA Home Ownership and Equity Protection Act 

HPML Higher-Priced Mortgage Loan 

HQLA High-Quality Liquid Asset 

HIM Held-to-Maturity 

HUO U.S, Department of Housing and Urban Development 

lAIG Internationally Active Insurance Group 

iAIS International Association of insurance Supervisors 

iCE intercontinentaiExchange 

1C) investment Company Institute 

IHC intermediate Holding Company 

!MF internalionm Monetary Fund 

IOSCO Internationa Organization of Securities Commissiorts 

IPO initial Public Offering 

IRD Interest Rate Derivative 

ISOA International Swaps and Derivatives Association 
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JGB Japanese Government Bond 

JPM jPMorgan Chase 

KBW Keefe, Bruyeite 4 Woods 

LCR Liquidity Coverage Ratio 

LEI Legal Entity tdentitier 

LIBOR London Interbank Offered Rale 

LI5CC Large Institution Superwsion Coordinating Committee 

LOU Local Operating Unit 

LSAPs Large-Scale Asset Purchases 

LTV Loan-lo-Vaiue Ratio 

MBR Minimum Balance at Risk 

MBS Mortgage-Backed Security 

MBSD Morigage-Backed Securities Division 

MHA Making Home Affordable Program 

MMF ' Money Market Mutual Fund 

MOVE Merrill Lyrtch Option Volatility Estimate 

MS Morgan Stanley 

MSP Major Swap Participant 

NAIC National Association of Insurance Commissioners 

NASDAQ NASDAQ Stock Market 

NAV Net Asset Value 

N6ER Natlorral Bureau of Economic Research 

NCUA National Credit Union Administration 

NF!6 National Federation of Independent Business 
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NIM 

Net interest Margin 

NMOB 

National Mortgage Database 

NPR 

Notice of Proposed Ruiemakmg 

NYSE 

New York Stock Exchange 

OAS 

Option-Adjusted S{»'ead 

OCC 

Office of the Comptrcflerof the Currency 

OFR 

Office of Fmanci^ Research 

CIS 

Overnight Index Swap 

OLA 

Orderly Liquidation Authority 

0MB 

Office of Management and Budget 

OMO 

Open Market Operation 

OMT 

Outright Monetary Transactions 

OPEC 

Organization of Petroleum Exporting Countries 

OptionsCC 

Options Clearing Corporation 

ORSA 

Own Risk and Solvency Assessment 

OTC 

Over-the-counter 

OTS 

Office of Thrift Supervision 

P/B 

Pfice-to-Book 

P/E 

Price-to-Eamings 

PBSC 

Pension Benefit Guaranty Corporation 

PCE . 

Persona! Consumption Expenditures 

PPM! 

Principles for Financial Market Infrastructures 

PiK 

PaymenMn-Kind 

PSPAs 

Preferred Stock Pinchase Agreements 
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PVP 

Paymenl-vefsus-PayraeuI 

a-i/w 

Fourth Quarter ov^ Fourth Quarter 

QFC 

Qualified Financial Contract 

ais 

Quantitative Impact Study 

QM 

Qualified Mortgage 

QRM 

Qualified Residential Mortgage 

REiT 

Real Estate investment Trust 

RepQ 

Repurchase Agreement 

RMBS 

Residentia! Mortgage-Bached Seci^ 

ROA 

Return on Assets 

ROC 

Regulatory Oversight Committee 

RWA 

Risk-Weighted Assets 

S&P 

Standard A Poor’s 

SOAP 

Supervisory Capital Assessment Prograrn 

SCO OS 

Sertior Credit Ofticer Opinion Survey on Dealer Financing Terms 

SDH 

Swap Data Repository 

SEC 

Securities and Exchange Commission 

SES 

Systemic Expected Shortfall 

SIR 

SystemicaHy Important Finandai Institution 

SIFMA 

Securities industry and Financial Markets Associatrort 

SLMC 

Savirtgs and Loan Kidding Company 

SLOOS 

Senior Loan Officer Ofrinion Survey on Bank Lending Practices 

SMOVE 

Merrill Lynch Swaption Volatility Estimate 

SRC 

Systemic Risk Committee 
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SSM Single Suciemsory Mechanism 

STfF Short-Term Investment Fund 

STRIPS Separate Trading of Registered int^est and Principal Securities 

TAS Transaction Account Guarantee 

TALF Term Asset-Backed Securifies Loan Facility 

TBA To Be Announced 

TIBOR Tokyo Interbank Offwed Rate 

TL6P Temporary Liquidity Guarantee Program 

USD U.S, Dollar 

USDA U.S. Department of Agriculture 

UPi Universal Product Identifier 

USi Unique Swap Identifier 

VA U.S. Dapartmentof VeteransAffairs 

WAL Weighted Average Lite 

WAM Weighted Average Maturity 

WFG Welis Fargo Company 

WGMR Working Group on Margin Requirements 

WT! West Texas Intermediate 
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Glossary 


Adjustable-Rate Mortgage (ARM) 


Agency Mortgage-Backed 
Security 

Asset-Backed Commercial Paper 
(ABCP) 


Asset-Backed Security (ABS) 


Availabie-tor-Sale (AFS) 


flank Holding Company (BHC) 


Bank for International 
Settlements (BiS) 


A mortgage that allows tor the periodic adjustment of the Interest 
rate on the ba^ of changes in a specified index or rate. 

A mortgage-backed security issued or guaranteed by federal 
agendes or government-sponsored enterprises. 

Short-term debt that has a fixed maturity of up to 270 days and 
Is backed by some financial asset, such as trade receivables, 
consumer debt receivables, securlhes, or auto and equipment 
loans or leases. 

A fixed income or other security that is coiiateralized by any type 
of selt-Uquidatlng financial asset that allows the holder of the 
security to receive payments that depend primarily on cash flows 
from the assets. 

An accounting term for debt and equity securities that are 
accounted tor at fair value on firms' balance sheets and are not 
classified as trading securities or as held-tt-maturity securities. 
Changes In fair value for AFS securities are recognized 
in stockholders' equity as part of accumulated other 
comprehensive income. 

Any company that has direct or indirect control of one or more 
banks and is regulated and supervised by the Federal Reserve In 
accordance with the Bank Holding Company Act of 1956. 

An international financial organization that serves central banks 
in their pursuit of monetary and financial stability, to foster 
international cooperation in those areas, end that acts as a bank 
tor central banks. The BIS hosts the secretariat of the Basel 
Commiiteee on Banking Supervision (6CBS), the Committee on 
the Global Financial System (C6FS), the Committee on Payment 
and Settlement Systems (CPSS), the Markets Committee, the 
Central Bank Governance Group, and the irving Fisher Committee 
on Central Bank Statistics. Other secretariats operating out 
of the BIS, but not reporting directly to the BIS or Its member 
central banks, are those of the Financial Stability Board (FSB), 
the Internabonal Association of Deposit Insurers, and the 
international Associafion of Insurance Supervisors (lAIS). 
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BasGi CommitfeB on Banking 
Supervision (BCDS) 


Broker-Dealer 


Central Counterparty (CCP) 


Clearing Bank 


Clearing House 


Collateralized Mortgage 
Obligation {CMO) 


Commercial Bank 


An intH'nation^ forum fw ttie cooperation of bank supervisors 
that mms to improve banking superwsion worldwide. The 
BCBS develops guideiines and supervisory standards, such as 
standards on capM adequacy, the core principles for effective 
banking supervision, and the ConciKdaton cross-border banking 
supervtmn. Foliowing the hnancial crisis, the BCBS developed 
new glob^ ca(Htal and Squidity standards for the banking system 
that are collechveiy referred to as Base! III. 

An entity that is engaged in hte business of underwriting, buying, 
and selling securities for itself and others. 

An entity that interposes itseff between counterparties to 
contracts traded in one or more financiai markets, becoming the 
buyer to every seller and the seller to every buyer and thereby 
ensuring the performance of open contracts. 

A bank holding company subsidiary that facilitates payment and 
settlement of financial transactions, such as check clearing, or 
facilitates trades between the sellers and buyers of securities or 
other financial instruments or contacts. 

An enhty through which financial institutions agree to 
exchange payment instructions or other financiai obligations 
(e.g., securities). The institutions settle for items exchanged 
at a designated time based on the rules and procedures of 
the clearing house. In some cases, the dearing house may 
assume significant counterparty, financial, or risk management 
responsibilities for the clearing system. Where a clearing house 
interposes itself between the Initial participants to a bilateral 
transaction, and becomes the buyer to every seller and the seller 
to every buyer, it is known as a Central Counterparty (CCP). 

An obligation of a bankruptcy remote special purpose vehicle with 
claims to specific cash flows from a pool of mortgage-backed 
securities (MBS). The streams of piincip^ and interest payments 
on the MBS underlying loans are distributed to the different 
classes of CMO interests, known as tranches, according to a deal 
structure. Each tranche may have different principal balances, 
coupon rales, prepayment risks, and maturity dates. 

A chartered and regulated financiai insfitution authorized to take 
deposits from the public, obtain deposit insurance from the FDIC, 
and engage In certain lending activities. 
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Commercial Mortgage-Backed 
Security (CMDS) 

Commercial Paper (CP) 

Committee on the Global 
Financial System (CGFS) 


Committee on Payment and 
Settlement Systems (CPSS) 


Comprehensive Capital Analysis 
and Review (CCAR) 


Convexity Event Risk 


Core Deposits 


Credit Default Swap (CDS) 


A security that is coHateralized by a pool of commercia! mortgage 
loans and makes payments derived from the interest and principal 
payments on the underlying mortgage loans. 

Stwrt-term (maturity of up U) 270 days), unsecured corporate debt. 

A committee comprised of senior oflicials of participating centra! 
banks that monitors dev^opments in global flnancia! markets 
to identify and assess potential sources of stress, to further 
the understancfing of the structural underpinnings of financial 
marked, and to iKomota improvements to the functioning and 
stability of these markets. The CGFS fulfills this mandate by way 
of regular monitoring discussions among CGFS members, through 
coordinated longer-term efforts, including working groups 
invdwng central bank staff, and torough the various reports that 
the CGFS puUtshes. The CGFS also oversees the collection of the 
Bank tor International Settlements' (BIS) international banking 
and financial statistics. 

A standard-setting body for payment, clearing and securities 
settlement systems. The CPSS also serves as a forum for centra! 
banks to monitor and analyze developments In domestic payment, 
clearing, and settlement systems as well as in cross-border and 
multicurrency settlement schemes. 

An annual exercise by the Federal Reserve to ensure that 
institutions have robust. forward-lMtking capital planning 
processes that account for their unigue risks and sufficient 
capital to continue operations throughout times of economic and 
financial stress. 

Risk that an initial increase In long-term interest rates can be ’ 
signiticantly amplified by many MBS mvestors actively hedging 
the duration of their MBS. Convexity events can result in rapid . 
changes in long-term irtterest rates, sharp Increases in Interest 
rate volatility, and reduced liquidity in fixed income markets. See 
Duration Hedging 

Typically funds of local customers who also have a borrowing 
or other relationship with the bank. Core deposits are generally 
slaWe, lower cost, and reprice more slowly than other deposits 
when interest rates change. 

A tinancial contract in which one party agrees to make a payment 
to the other party in the event of a specitied credit event, irt 
exchange for one or more fixed payments. 
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Credit Rating Agency 


Credit Union (CU) 


Deed-in- Lieu-of'Foreciosure 


Defined Benefit |DB)P!an 


Defined Contribution (DC) Plan 


Depository (nstilutlon 


Discount Window 


Duration 


Duration Hedging 
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A private company that evaluates the credit guality ot debt Issuers 
as well as their issued securities and provides ratings on the 
issuers and those securities. Many credit rating agencies are 
Nationally Recognized Statistical Rating Organizations (NBSROs), 
the largest (rf which are Fiteh Ratings, Moody’s investors Service, 
and Standetfd & Poor’s. 

A member'Dwned, not-for-profit cooperative financial institution 
formed to permit members to save, borrow, and obtain reiated 
financial slices. M federafly chartered credit unions and most 
state-chartered credit unions provide federally insured deposits 
and are regulated by the NCUA. 

A document that transfers the right of ownership in a property 
from a brnrower-ln-defautt to the mortgage lender in order to 
av(Hd foreclosure proceedings. 

A retirement plan in which the cost to the employer is based on a 
predetermined formula to calculate the amount of Q participant's 
future benefit. In DB plans, the investment risk is borne by the 
plan sponsor. 

A retirement plan in which the cost to the employer is limited to 
tne specified annual contribution. In DC plans, the investment risk 
is borne by the plan participant. 

A financial institution that is legally permitted to accept deposits. 
Examples of depository institutions include savings banks, 
commercial banks, savings and li»n associations, and credit 
unions. 

The Federal Reserve facility for extending credit directly to 
eligible institutions. 

The sensitivity of the prices of bonds and other fixed income 
securities to changes in the level of interest rates. 

A process of dynamically changing portfolio allocation to fixed 
income instruments— such as Treasury securities or futures, or 
Intwest rale swaps or swaptions— so as to limit fiuctuation of the 
portfofiD interest rate duration. 
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European Financial Stability 
'acilitv(EFSF) 


European Stability Mechanism 
(ESM) 


Federal Financial institutions 
Examination Council {FFIEC) 


Federal Funds Rate 


Fedwira Securities Service 


FiCO Score 


A European intergovernmental crlsis-linanctT^g facility that was 
activated In May 2010. The EFSF's mandate is to safeguard 
tinancu^ stat^ in Europe by providing ffnanctaf assistance 
to euro area member states by issuing bonds or other debt 
insbximents and lentHng the proceeds to countries within the 
tramewwK of a macroeconomte adjustment program. Since the 
creahon of the European Stabtfity Mechanism (ESM), the EFSF 
is no long&^ the main mechanism for financing new programs, 
though it continues operating ongoing programs for Greece, 
Portugal, and Ireland. 

A European intergovernmental crias-financing facility that was 
activated hi October 2012. following ratification of an amendment 
to the EU Ireahes. The ESM is authorized to provide assistance 
through: d^ect lending to sovereigns (including on a precautionary 
basis); purchases In the secondary government debt markets; 
and (once the EU's Single Supervisory Mechanism (SSM) has 
been established) direct tending to financial institutions. Ml 
{ending decisions must be approved by unanimous agreement by 
creditor states, and borrowers must be under a macroeconomic 
ad|usttnenl program or policy cdndltionaiity program approved by 
creditors and (in some cases) the IMF. 

An interagency body that prescribes uniform principles, 
standards, and reporting forms for the federal examination of 
financial institutions. The FFIEC makes recommendations to 
promote uniformity in the supervision of financial Institutions. 
Members include the Federal Reserve, FDIC, NCUA, OCC, CFPB, 
and a representative of state financial supervisors. 

The interest rate at which depository institutions lend balances 
to each other overnighl. The Federal Open Market Committee 
(FOMC) sets a target level for the overnight federal funds rate, 
and the Feder^ Reserve Bank of New York then uses open 
market operations to influence the overnight federal funds rate to 
trade around the policy target rate or within the target rate range. 

A book-entry securities transfer system operated by the Federal 
Reserve Banks that provides participants safekeeping, transfer, 
and deirvery-versus-payment settlement services. 

A measure of a borrower's creditworthiness based on the 
borrower’s credit data; developed by the Fair Isaac Corporation. 
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Financiai Market Infrastructure 
(FMI) 


Financial Market Utility (FMU! 


Fire Sale 


Fiscal Consolidation 


Fiscal Year 


Forward 


Future 


Government-Sponsored 
Enterprise (QSE) 


Gross Domestic Product (GDP) 


A RKdtilaterai system among pvticipating financial Institutions, 
inciurSng the operator of the system, used for the purposes of 
retwding, cle^ng, settling payments, securities, derivatives, 
or other flnanciig transacflons. Under the Dodd-Frank Act, certain 
FMIs are recognized as Financiai Market Utilities (FMUs). 

A Dodd-Frank defined entity, which, subject to certain exclusions, 
is °any person that manages or operates a multilateral system 
tw the purpose of transfaring, clearing, or settling payments, 
securities, fr other financial fiansactions among financial 
institutions (K' between financial institutions and the persorr.” 

The (Rsorderly liquidation of asse^ to meet margin requirements 
or other urgent cash needs. Such a sudden sell-off drives down 
prices, potenliaffy below their intrinsic value, when the quantities 
to be sold are large relative to the typical volume of transactions. 
Rre sales can be seif-reinforcing and lead to additional forced 
s^ing by some market participants that, subsequent to an initial 
fire sale and consequent decfine In asset prices, may also need to 
meet margin or other urgerrt cash needs. 

Changes in government policy pertaining to taxes and 
spending intended to reduce deficits and slow the pace of debt 
accumulation. 

Any 12-month accounting period. The fiscal year for the federal 
government begins on October 1 and ends on September 30 of 
the foltovring year: it is named after the calendar year in which it 
ends. 

A contract traded over-the-counter to buy or sell an asset in the 
future. Most forwards are standardized contracts, but they can be 
customized. 

A Standardized contract traded over exchanges to buy or sell an 
asset in the future. 

A corporate entity that has a federal charter authorized by law, 
but that is a (H’ivateiy ownod financial institution. Examples 
include the Federal National Mortgage Association (Fannie Mae) 
and the Federal Home Loan Mortgage Corporation (Freddie Mac). 

The broadest measure of aggregate economic activity, measuring 
the total value of all final goods and services produced within a 
country's borders during a specific period. 
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The Group ot Twenty Finance 
Ministers and Central Bank 
Governors (G-20) 


riatrcul 


Held-lo-Maturity{HTM) 


High-Quality Liquid Asset (HQLA) 


Household Debt Service Ratio 


interest Rato Risk Managemertf 


Interest Rate Swep 


An international forum estat^hed In 1999 to bring together 
officii of systemic^y important industrialized and developing 
economies to discuss Key issues in the gioba! economy and 
promote finannal stalrifity. 

The discount, repr^ented as a percentage of par or market value, 
at which an ^se! can be pledged as collateral. For example, a 
$ 1 , 000,000 tiond wHh a 5 peremt haircut would collateralize a 
$950,000 (oan. The purpose of a haircut is to provide a collatera! 
mar^n for a secured lender. 

An acCDUnbng for debt securities held in portfolio and 
accounted for at cost less any imirairnient, under the proviso that 
the company has no intent to sell and it is more iikely than not 
that it viriti hold those securities to maturity. 

Assets such as government bonds that are considered eligible as 
liquidity buffers in Basel Ill's liquidity coverage ratio (LCR). HQLA 
should be liquid in markets during times of stress and, ideelly, be 
central bank eligible. 

An estimate of the ratio of debt payments to disposable personal 
income- Debt payments con^st of the estimated required 
payments on outstanding mortgage and consumer debt. 

The management of the exposure of an indivlduars or an 
institution's financial condition to movements in Interest rates. 

A derivative contract in which two parties swap Interest rate cash 
flows on a periodic basts, referencing a specified nptional amount 
for a fixed term. Typically one party will pay a predetermined fixed- 
rate while the other party will pay a shorMerm variable reference .. 
rate (hat resets at specified intervals. 
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international Organization of 
Securities Commissions (IOSCO) 


Large Bank Holding Company 


Large-Scale Asset Purchases 
(LSAPs) 


Legal Entity Identifier (LEI) 


Leveraged Buyout 
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An International orgatiiza:Son that develops, implements, and 
promotes adh^ence to internationaiiy recognized standards 
for securities regulation. The memtier agencies currently 
assembled have resolved, through lOSCO's permanent 
stiuctures, to cooperate in developing, implementing, and 
promoting adherence to internationally recognized and consistent 
standards of regulation, oversight and enforcement in order 
to protect investors, maintain fair, efticlent, and transparent 
mvkets, and seeic to address systemic risks; to enhance 
investor protection and promote investor confidence in the 
integrity of securities markets, through strengthened information 
exchange and cooperation in enforcement against misconduct 
and in supervraon of markets and market intermediaries; and 
to exchange information at both global and regional levels on 
their respective experiences in order to assist the development 
of markets, strengthen market infrastructure and Implement 
api^oprlate regulation. 

Any bank hoidtng company (BHC) that files the FR Y-9C 
Consolidated Financial Statements for Bank Holding Companies. 
All BHCs vnth total consolidated assets of $500 million or more 
are required to tile. BHCs meeting certain additional criteria 
determined by the Federal Reserve may also be required to file 
regardless of size. 

Purchases by the Federal Reserve of securities issued by the U.S, 
government or securities issued or guaranteed by govemmcnt- 
spor^sored agencies (including Fannie Mae, Freddie Mac, Ginnie 
Mae, and the Federal Home loan Banks) in the impiementation of 
monetary policy. 

A 20-dtgit atpha-numeric code that connects to key reference 
information that enables clear and unique identification of 
companies participating in global financial markals. The LEI 
system is designed to facilitate many financial stability objectives, 
including: improved risk management in tinns; better assessment 
of microprudential and macroprudentiai risks; expedition of 
orderly resolution; containment of market abuse and financial 
fraud; and provision of higher-quality and more accurate financial 
data. 

An acquisition of a company financed by a private equity 
contribution combined with borrowed funds, with debt comprising 
a significant prvtion of the purchase price. 
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Loan-to-Value Ratio (LTV) 

Major Secufity-Dasefl Swap 
Participant 

Major Swap Participant (MSP) 

PV!ark-to-Market 

Maturity Gap 

Maturity Transformation 

Mode! Risk 

Money Market Mutual Fund 
(MMF) 

Mortgage Servicer 

Mortgage-Backed Security (MCS) 


The raSo of the amount of a toan to the value of the asset that 
the loan funds, typically expressed as a percentage. This Is a 
Key metric when considering the level of coliateraiization of a 
mwtgage. 

A person that is not a security-based swap dealer and maintains 
a substanh^ po^on in security-based swaps, creates 
substanhal counterparty exposure, or is a financial entity that is 
highly iev«aged and not subject to federal banking capita! rules. 

A person that is not a swap dealer and maintains a substantial 
petition in swaps, holds outstanding swaps that create 
substantial counterparty exposure, or Is a highly leveraged 
tinancied enhQr which is not otherwse subject to capital 
requirements. 

The process by which the reported value of an asset is adjusted 
to reflect its fair value. 

The weighted-average time to maturity of financial assets less 
the weighted-average time to maturity of iiabilities. 

An activity in which a fioaocial Infermsdiary issues shorter-term 
liabilities to fund longer-term assets. 

Risk related to using an incorrect model specification, for 
example, misspecification model risk can be due to programming 
errors, technical errors, data issues, calibration errors, or 
conceptual mistakes. 

A type of mutual fund that invests in short-term, liquid securities 
such as government bills, certificates of deposit, commercial 
paper, or repurchase agreements. 

A company that acts as an agent for mortgage holders by 
collecting and distributing mortgage cash flows. Mortgage 
servicers also manage defaults, modifications, settiements, 
foreclosure proceedings, and various notifications of borrowers 
and investors. 

An asset-backed security backed by a pool of mortgages. 
Investors in the security receive payments derived from the 
interest and principal payments on the underlying mortgages. 
This term typically applies to mortgage-backed securities issued 
or guaranteed by the GSEs; these securities can also be called 
“agency MBS." 
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Municipal Bond 


Mutual Fund 


Novation 


Option 


Outright Monetary Transactions 
(OMT} 


Over-tbo-Gountsr (OTC) 


Pfudontiai Regiilation 


PuPiic OePl 


A bond issued by states, cibes, counties, local governmenta! 
agencies, or certain nongovernment issuers to finance certain 
genera or pro|ect-re<ated activities. 

A type of investment company ^at issues redeemable securities, 
which the fund generaUy stands ready to buy back from investors 
at their cuirent net asset value. Also caiied an open-errd 
investment company or open-end fund. 

A proems through which one of the original parties in a swap 
conuacf transfers its respective position or liability to another, 
unrelated pmty. 

A financial contract granting the holder the right but not the 
obBgation to engage in a future transaction on an underlying 
security or real asset. The most basic examples are an equity 
call option, which provides the right but not the obligation to 
buy a block of shares at a fixed price fior a fixed period, and an 
equity put option, which similarly grants the right to set! a block 
of shares. 

An ECB program under which secondary market purchases of 
sovereign bonds can be made, with the aim of safeguarding 
appropriate monetary policy transmission and the singleness of 
the monetary policy. A necessary condition for OMT is a support 
agreement under which the EFSF or ESM program can make 
primary market purchases of sovereign debt. Such an agreement 
would include a range of policy conditions. 

A method of trading that does not involve an organized 
exchange. In over-the-counter markets, participants trade 
directly on a bilateral basis, typically through voice or 
computer communication and often with certain standardized 
documentation with counterparty-dependent terms. 

Regulation aimed at ensuring the safe and sound operation of 
flnanciaf insfitutlons, set by both state and federal authorities. 

All debt issued by Treasury and the Federal Financing Bank, 
including both debt held by the public and debt held in 
intergovernmental accounts such as the Social Security Trust 
Funds. No! included is debt issued by government agencies other 
than the Department of the Treasury. 
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Qiiaiified Mortgage (QM) 


Qualified Residential Mortgage 
(QRMj 


Ratings Uplift 


Real Estate investment Trust 
(REIT) 


Receiver 


Rehypdthecatton 


Repurchase Agreement (Repo) 


Reserves 


Residemia! Mortgage-Backed 
Security (RMBS) 


A mcHlgage loan th^ meets certain underwriting criteria 
announced by the CFPB. An originator of a Qualified Mortgage is 
provided with certain (Hotections from borrower lawsuits alleging 
that the wlginator failed to futRD its duty under the Dodd-Frank 
Act to make a good faith and reasonable determination of the 
borrower^ ability to repay the loan . 

A mortgage loan (hat is exempt from the Dodd-Frank Act’s 
securihzadon risk retention rule raqujring securitization issuers to 
retain a pinlion of securitized risk e)g>osure in transactions that 
they Issue. 

The difference between the stand-alone credit rating assigned 
by a credit rahng agency to an issuer, based on that issuer's 
intrinsic financiai strength, and a higher credit rating assigned 
by the same credit rating agency hiat includes the possibility of 
government support. 

An operating company that manages income-producing real 
estate or real estate-related assets. Certain REITs also operate 
real estate properties in which they uivest. To Qualify as a REIT, a 
company must have three-fourths of Its assets and gross Income 
connected to real estate investment and must distribute at feast 
90 percent of its taxable income to shareholders annually in the 
form of dividends. 

A custodian appointed to maximize the value of the assets of a 
fated institution or company and to settle \is liabilities. 

The reuse of collateral posted by clients of banks or broker- 
dealers. The collateral is used for securities lending, repurchase 
agreements, or as collateral for the bank’s or broker-dealer's own 
borrowing. 

The sale of a security combined with an agreement to repurchase 
the security, or asimiier security, on a specified future date at a 
prearranged price. A repo is a secured lending arrangement. 

Balances held by depository institutions at the central bank plus 
vault cash. 

A security that Is collateralized by a pool of residential mortgage 
loans and makes payments derived from the interest and principal 
payments on the underlying mortgage loans. 
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Revolving Credit A tending arrangement whereby a lender commits to provide 

a certain amount o1 funiBng to a borrower on demand. The 
borrower may generally draw funds and repay the committed 
funding at any hme over the term of the agreement. 

Risk'Based Capital An amount of capita, based on the risk-weighting of various 

asset categories, that a financial inshtuhon is required to hold to 
protect against unexpected losses. 

Risk-Weighted Assets (RWA) A risk-based concept used as the denominator of risk-based 

capital rahos with respect to Base! capital guidelines for banking 
organizations. The RWA is a weighted total asset value developed 
from assigned risk categories or modeled analysis. Broadly, 
total RWA are detm-mined by calculating RWA for market risk 
and operational risk and adding the sum of RWA for on-balance 
sheet, off-balance sheet, counterparty, and other credit risks. 
Details vmy, in part, depending upon the version of Base! capital 
guidelines to v^ich the banking organization Is subject. 

Rollover Risk The risk that as an Institution's debt nears maturity, the 

institution may not be able to refinartce the existing debt or may 
have to refinance at less favorable terms. 

Run Risk The risk that investors lose confidence in an institution — flue to 

concerns about counterparties, coHater^, solvency, or related 
issues — and respond by pulling back their funding. 

SecurltiBS Lending/Borrowing The temporary transfer of securities from one party to another for 
a specified fee and term, in exchange for collateral In the form of 
cash or securities. 

SocurltizatlQh A financial transaction in which assets such as mortgage loans 

are pooled, securities representing interests In the poo! are 
issued, and proceeds from the underlying pooled assets are used 
to service and repay securities issued via the securitization. 

Security-Based Swap Dealer A person that holds itself out as a dealer in security-based 

swaps, makes a market in security-based swaps, regularly enters 
into security-based swaps with counterparties, or engages in 
any activity causing it to be known as a dealer or market maker 
in security-based swaps; does not include a person entering into 
security-based swaps for such person's own account. 

Shadow Banking Maturity, wedrt, or liquidity transfwmation activities conducted by 

entities that are not regulated as banks and that unlike banks do 
not have access to a lender of last resort or to forms of 
liability guarantees. 
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Short-Term Whotssale Funding 


Singie Supervisory Mechanism 
;SSM) 


Supervisory Capital Assessment 
Program (SCAP) 


Supervisory jnlorrnallon 


Swap 


Swap Data F^epository (SOR) 


Swap Dealer 


Swaption 


Stimt-term funding ine^ments not covered by deposit insurance 
ihal are typiG^ issued to institutionat investors. Examples 
intrude large ch»;kaUe and time deposits, brokered CDs, 
commercial pap^. Federal Home Loan Bank borrowings, and 
repurchase agreements. 

Aprop(»ed European bank supervision framework, under which 
the ECB w^l assume supervisory responsibility for euro area 
banks, working in cooperation with national authorities. 

A stress test, conducted from F^ruary-May 2009, designed to 
estimate the capital needs of U.S. bank holding companies with 
assets acceeding $100 bi^ion under an adverse macroeconomic 
scenario; SCAP was administered by die Federal Reserve, the 
OCC. and the FDIC. 

Qener^ty refers to Infmmation consisting of reports of 
examination and inspection, operating and condition reports, 
and any information derived from, relating to, or contained in 
them, and informaOon gathered by agencies responsibie for 
supervising hnanciai institutions in the course of any investigation 
or enforcement action. Supervisory information is exempt from 
public disclosure. 

An exchange of cash flows with defined terms and over a fixed 
period, agreed upon by two parties. A swap contract may 
reference underlying financial products across various asset 
classes including interest rates, credit, eguity, commodity, and 
foreign exchange. 

A person that coliects aid maintains information or records ' 
with respect to transactions or positions In, or the terms 
and conditions of. swaps entered into by third parties tor the 
purpose of providing a centralized recordkeeping facility for 
swaps, fn certain jurisdictions, SDRs are referred to as trade 
repositories. CPSS-iOSCO describes a trade repository as "an 
entity that maintains a centralized electronic record (database) of 
transaction data". 

A person that holds itself out as a dealer in swaps, makes a 
market in swaps, regularly enters into swaps with counterparties, 
or engages in any activity causing it to be Known as a dealer or 
market maker in swaps; does not include a person entering into 
swaps for such person's own account. 

An option granting the right to enter into a swap. See Option 
and Swap. 
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TARGET2 The reai-fifne grass setUemen! system owned and operated 

by the Eurosystem. TARGEr2 must be used for all payments 
involwng the Eurasysteni, as well as for the settlement of 
opm'ations of afl isu^e-vahie net settlement systems and 
seciRlties setUement systems handling the euro. Payment 
transacbons ^ setHed one by one on a continuous basis in 
central bank money with Immediate linaiity. 

A program implemented in October 2006 (and which expired 
in December 2012) by the FOIC through a systemic risk 
detm'mination to provide liquidity to the banking industry by 
restoring banks' access to funding markets and by stabilizing 
bank deports. The program had two components: the Debt 
Guarantee Program and the Transaction Account Guarantee 
(TAG) Program. 


Temporary Liquidity Guarantee 
Program (TLGP) 


Term Asset-Backed Securities A Federal Reserve funding facility that issued loans with terms 
Loan Facility (TALF) of up to live years to holders of eligible ABS. TALF was intended 

to assist hnancial markets in aca>mmoOabng the credit needs 
of consumers and businesses by facilitating the issuance of ABS 
collateralized by a variety of consumer and business loans. TALF 
was also intended to Improve market conditions for ABS more 
generally. The program was announced in November 2Q08. The 
facility ceased making loans coliateraitzed by newly issued CMBS 
on June 30, 2010. and loans collateralized by all other types of 
TALF-eligIble newly issued and legacy ABS on March 31, 2010. 

Term Premium The excess compensation to investors for owning long-term 

Treasury securities compared to reinvesting short-term securities 
continually overtime. 


Term Spread 


Thrift 


Time Deposits 


The excess yield an investor must receive in order to purchase a 
fonger-maturity bond over a shorter-maturity bond of the same 
issuer. 

A financial Institution that ordinarily possesses the same 
depository, credit, financial intermediary, and account 
transactional functions as a bank, but that is chiefly organized 
and primarily operates to promote savings and home mortgage 
tending rather than commercial lending. Also known as a savings 
bank, a savings association, or a savings and loan association. 

Deposts which the depositor, generally, does not have the right 
to withdraw before a designated maturity date without paying an 
early withdrawal penalty. A certificate of deposit is a time deposit. 
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To-Be-Announced (TBAJ 
Ttansaction 


Transaction Account Guarantee 
(TAG) Program 


Tri-Party Repo 


Underwater Mortgage 


Underwriting Standards- 


Yield Curve 


A forward transaction invc^ving a purchase or sale of MSS 
with setUement occurring in the fuhure, generally a period of 
up to three mon&sfrom the purchase date. TBA transactions 
include soiely agency-issued ot agency-guaranteed MBS. MBS 
transacted in the TBA market use a few standardized contracts, 
which are grouped based on key characteristics such as the 
agency, term, coupon, or settlement date of the MBS security 
that mil be deiiv^ed. Atthe settlement date, TBA sellers have 
the option to deliver any agency MBS fliat meet the contract 
requirement. 

The Dodd-Frank Act-provided temporary, unlimited deposit 
insurance covnxige for noninterest-bearing transaction 
account and iOLTAs (but not low-interest NOW accounts) from 
December 31, 2010 through December 31, 2012, regardless of 
the balance in the account and the oiwership capacity of the 
funds. This coverage essentially replaced TAGP, which expired on 
December 31, 2010, and was available to ail depositors, including 
consumers, businesses, and government entities. The coverage 
was separate from, and in addition to, the standard Insurance 
coverage provided for a depositor's other account heid at an 
FOiC-insured bank. 

A repurchase agreement in which a clearing bank acts as third- 
party agent to provide collateral management services and to 
facilitate the exchange of cash against collateral between the two . 
counterparties. 

A mortgage loan with a higher unpaid principal bafance than the 
v^ue of the home. 

Terms, condilions, and criteria used to determine the extension of 
credit in the fCM-m of a loan or bond. 

A graphical representation of the relationship between bond 
yields and th^r respective maturities. 
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Endnotes 


'See FSOC(2012). 

^See SEC (201 2). 

3 See FSB (2013). 

' See. Daly, Hobijn, Sahin. and \^lietta (2012). 

* The extraordinary measures avaHable were (1) suspending s^s of State and Local Government 
Series Treasury securities; (2) redeeming existirrg, and suspending new. investments of the Civil 
Service Retirement and KsabiBty Fund and the Postal Service Retirees health Benefit Fund; (3) sus- 
pending reinvestment of the Government Securities investment Fond and (4) suspending reinvest- 
ment of the Exchange Stabiliration fund. In totai, these measures would have treed up about $200 
biliior in headroom under the debt celing. 

® Tri-party transactions are used to enable cash fransactions against gwieral coliataral, and activity 
in this market is reported to the Federal Reserve Bank of New York. GCF repo is administered by 
the Fixed Income Clearing Ccxp(xation. which also provides aggregate data on outstandings. Data 
on bilateral repo transactions, which are typicaBy used to obtain specific collaterai, negotiate certain 
non-price terms, or enable firms to transact with counterparties who are not in the tri-party market, 
are not systematically collected. However, bHateral repo transactions conducted by primary dealers 
are reported in the aggregate with GCF and tri-party repo in the Federal Reserve Bank of New York’s 
FR2004 Primary Dealer survey. 

’ See the Federal Reserve's December 201 2 Senior Credit Officer Opinion Survey on Dealer 
Financing Terms for additional evidence at httpuf/www.faderalreserve.gov/econresdata/releases/ 
SC00S_201212.htm. 

* The estimatior* methodology is based on that described in English, Van den Heuvei, and ZakrajSek 

(2012). 

’ The figure represents the evohjlion of three tvDrmalized systemic risk meaa;res averaged across 
JPMorgan Chase, Bank of America. Citigroup, Wells Fargo. Goldman Sachs, and Morgan Stanley, 
Conditional V^ue-at-Risk (CoVaH) measures the contribution of each institution to cvarai! sys- 
temic risk from the market value of total assets. The Distress Insurance premium (OiP) measures a 
hypothetical CDS impHed insurance premium to protect institutions from a systemic event. Systemic 
Expected Shortfall (SES) is the equity shortfall contingent on market stress. CoVaR Is by Adrian and 
Brunnermeier (201 1); DIP is by Huang, 2hu. and Zhou (2009); and SES is by Acharya, Pedersen, 
Phllippon, Richardson (2010). 

The federal govornmenfs response to tho financi^ crisis included the FDIC^ Temporary Liquid- 
ity Guarantee Program (TL6P). The Transaction Account Guarantee (TAG) portion of the TLGP 
guaranteed deposits in noninterest-bearing transaction accounts of participating insured deposi- 
tory Institutions. The TAG expired on December 31, 2010. Under the other portion of the TLGP, the 
Debt Guarantee Program, the FOIC guaranteed newly issued senior unsecured debt of participating 
insured depository institutions, their holding companies, and certain affBlates. This guarantee expired 
on December 31 , 2012. Section 343 of the Oodd-Frank Act. which provided unlimited deposit and 
share Insurance coverage for noninterest-bearing transaction accounts for all insured depository 
institutions baginning December 31. 2010. expired on December 31. 2012. 

" See BC8S/CPSS (2013). 

See ISDA (2012a). 

See CPSS/)OSCO (2012a). 

See CPSS/lOSCO (20i2b). 

See Payment Risk Committee (2013). 

See iSDA (2012b). 

” See SEC (2013). 
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in 2012, the Counci! met on February 1. 3. May 22, June 11, July 18, September 28, Octo^ 

ber 18. October 29. October 30. Novemb®- 13. Decembers, and December 13. 

In 2012, the Council held public sessio-ns on April 3, July 18. and November 13. 

The Council's Freedom of Information Act regulaMon and its transp«tfency policy are available at 
www.fsoc.gov. 

See SEC (2012). 

^ LIBOR comprises a set of unsecured lending rates for commerci^ banks based in London, with 
published rates tor different ciwrenaes and tenors, ranging from ovemigtit through twelve months. 
Every business day shortly before 1 1 a.m. Londcsi time, banks on the LIQOR panel submit the rates 
at which they could borrow funds “by asUng for and then acc^ting inter-bonk offers in a reason- 
able market size just fwior to 1 1 a.m.“ Atnmmed avera^ng process is used to exclude the top and 
bottom quartile of the rates submitted, and the remalr^ng rates are averaged for each tenor. That 
average rate becomes the officiat daily LIBOR. 

-Among other things, the banks were requrad to (1) make their submissions based on certain 
specified factors, with their own transactions given the greater w^fit; (2) implement firewalls to 
prevent improper communications, including between traders and submitters; (3) prepare and ratein 
documents concerning submissions, and retam r^evant communications; (4) implement auditing, 
monitoring and trairu.ng measures concwning thw suorrassions and r^ated processes; (5) make 
regular reports to regulators concerning compSance vnth the obligations under the respective 
orders; and (6) use best efforts to encourage the devetopment of rigorous sf^dards for benchmark 
interest rates, 

See BBA (2012). 

« See FSA(2013). 

« CPSS/10SCO(2013). 

BIS (2013). 

The term premium estimate is computed by the Federal Reserve Bank of New York based on the 
methodology of Adrian. Crump, and Moench {2013}. 

” The Senior Credit Offic»- Opinion Survey on Dealer Financing Terms (SCOOS) provides additional 
information on undenwntmg standards in brc^er-deaier intermediated credit markets and recent 
special questions have included CLOs. see http;.'’/www.tederalreserve.gov/econresdat&'release8/ 
8coo8.htm, 

“ The underlying data for Charts 7.6.2 and 7.6.3 is described in more detail in Avraham, Selvaggi. 
and Vickery (2012). 

Assets Include consolidated assets of U.S. -chartered bank holding companies (BHCs), savings 
and loan holding companies (SLHCs); federally insured depository institutions (excluding credit 
unions) not held by a BHC or SLfIC; and U.S. -domiciled affiliates (including nonbanking affiliates), 
branches, and agencies of FBOs. The denominators used for assets are merger-adjusted in the 
pre-crlsia years to reflect the BHC charters thai were granted to former nonbenks during the finan- 
cial crisis (and thus drew in substantial aggregate assets end deposits to be included In the share 
calculations). 

” This restriction is a provision of the Riegle-Neal interstate Banking and Branching Efficiency Act of 
1994. 

“ Dodd-Frank Act Section 604(d). which covws acquisiUons of banking organizations, requires that 
the Federal Reserve “take into consideration the extent to whi<y> a proposed acquisition, merger, or 
consolidation would result in greater or more concentrated risks to the stability of the United States 
banking or financial system." Dodd-Frank Act Section 604(e). vrfisch covers nonbank acquisitions by 
dank holding companies, adds "risk to the stabilitv of the United States banking or financial system* 
as a factor to be considered in the balancing test that the Federal Reserve is required to conduct. 
Opdd-Frank Act Section 163(b). which governs the acqui^tion of voting shares of a nonbank com- 
pany with assets over $10 biiiion or more by a bank holding company with assets over $50 billion or 
more, states that the Federal Reserve “sh^! consider the extent to which the proposed acquisition 
would result in greater or more concentrated rBks to gtobat or United States financial stability or the 
United States economy." 
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Dodd-Frank Act Section 604(Q, which covers Bank M«ger Ac! transactions, adds “risk to the sta- 
Dility of the United States banking or finarKial system’ as a factor to be considered by the appropri- 
ate federal banking agency. 

See Federal Reserve System (2012). 
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RESPONSE TO WRITTEN QUESTIONS OF CHAIRMAN JOHNSON 
FROM JACOB J. LEW 

Q.l. Last year, FSOC used its Wall Street Reform powers to pro- 
pose money market fund reform recommendations to the SEC. It 
is expected that the SEC will take action on money market funds 
the week of June 5th. Does FSOC expect to do more regarding 
money market funds? 

A.l. As noted in the Council’s Proposed Recommendations Regard- 
ing Money Market Mutual Fund Reform, the SEC, by virtue of its 
institutional expertise and statutory authority, is best positioned to 
implement these reforms. We commend the SEC for continuing the 
work to address remaining vulnerabilities to our financial system 
presented by MMFs. I don’t want to prejudge the outcomes of the 
administrative procedures process, and I encourage public comment 
on the proposals. 

Q.2. Regarding the low interest rate environment, what steps are 
FSOC and its member agencies taking with regulated entities to 
ensure that the appropriate risk management controls are in place 
if there is a sudden rise in rates or a widening of credit spreads? 
A.2. The Council’s 2013 annual report makes a number of rec- 
ommendations to regulators and risk managers of banks, broker- 
dealers, insurance companies, and pension funds to be vigilant and 
scrutinize their risk management practices concerning interest rate 
risk. With respect to banks and broker-dealers, the report rec- 
ommended that regulatory agencies and private sector risk man- 
agers should scrutinize whether potential sudden changes in inter- 
est rates could adversely affect the risk profiles of financial firms. 
For insurance companies, the report said that the Federal Insur- 
ance Office and State insurance regulators should continue to mon- 
itor the interest rate risk of insurance companies, and State insur- 
ance regulators should continue to ensure that the interest rate 
risk scenarios run by insurance companies are sufficiently robust 
and appropriately capture these and other economic risks. The 
Council also recommended that the appropriate authorities con- 
tinue to examine how a prolonged period of low interest rates has 
affected risk management practices and preparedness of pension 
funds in the event of a sudden reversal of these historic trends. 

The Council’s Systemic Risk Committee, as part of its ongoing 
work, will continue to work with its members to monitor this 
threat in addition to the activities undertaken in response to the 
Council’s recommendations. 

Q.3. The 2012 FSOC annual report identified the euro area crisis 
as one of the major threats to financial stability, with large U.S. 
financial institutions being highly interconnected with euro area 
banks and bearing a high degree of exposure to European markets. 
The report noted that such interconnectedness exposed U.S. finan- 
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cial institutions to contagion and spillover effects from a systemic 
event in the euro area. The 2013 FSOC annual report does not 
identify the euro area crisis as a major threat to financial stability 
noting that such threats decreased in 2012, but the euro area crisis 
is far from resolved. Why does the FSOC view the euro area crisis 
as less of a threat to U.S. financial stability? What measures has 
FSOC or individual agencies taken to reduce such exposures of 
U.S. institutions to contagion from a systemic event in the euro 
area? 

A.3. Europe is in a more stable position today because the Euro- 
pean Central Bank and euro area leaders have demonstrated their 
shared commitment to stand behind the euro, and have put in 
place a powerful set of financial tools in support of member states 
undertaking difficult reforms. Nonetheless, risks remain in some 
eurozone countries where unemployment is high and reforms will 
take some time to complete. 

As our largest economic partner, Europe is an important source 
of investment and jobs for the United States, and our recovery has 
been affected by headwinds from the euro area. Europe’s financial 
crisis has curbed demand for exports from the United States, re- 
duced foreign direct investment (FDI) at home, and adversely af- 
fected the retirement savings of American workers. Direct U.S. fi- 
nancial sector exposure to the countries in the euro area with IMF 
programs, such as Greece, is limited, although it is difficult to esti- 
mate all possible exposures to the euro area more broadly. 

As a result of the significant actions we took after the crisis, par- 
ticularly ensuring that our banks have strong capital bases and im- 
proving our regulatory systems, our financial system is better pre- 
pared to handle a Europe-driven financial shock or shocks from 
other external sources. Furthermore, many U.S. financial institu- 
tions, including our major banks and money market funds, have 
substantially reduced their exposure to the European economies 
most under pressure. Direct money market exposure to banks in 
peripheral Europe has been effectively eliminated. Finally, U.S. 
regulators are in active dialogue with U.S. financial institutions to 
not only ensure that financial exposures to Europe are being mon- 
itored appropriately, but to also improve their ability to withstand 
a variety of possible financial contagion stress scenarios emanating 
from Europe. 

The Financial Stability Oversight Council (FSOC) and its mem- 
ber agencies will continue to carefully monitor the potential risks 
that could emerge from the peripheral European sovereign debt cri- 
sis. 

Q.4. The 2013 FSOC report noted progress on two of the three key 
vulnerabilities in the tri-party repo market — intraday credit and 
risk management. It also highlights fire sales in the aftermath of 
a broker-dealer failure as a major vulnerability. What steps are the 
FSOC and its member agencies planning to take to address and 
mitigate risks from fire sales? 

A.4. The Council’s 2013 annual report recognizes that a major 
broker-dealer’s default could threaten financial stability as the 
broker-dealer’s creditors liquidate the collateral pledged against 
their tri-party repo lending. The fire sales of this collateral could 
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destabilize financial markets and amplify the negative con- 
sequences of such a default. Reforms made since the financial cri- 
sis, such as higher capital and liquidity requirements, a significant 
reduction in intraday credit provided to broker-dealers by clearing 
banks, and other operational improvements, have reduced the risk 
of a dealer default. However, the Council urged continued coordi- 
nated efforts by market participants and financial regulatory agen- 
cies with relevant authority to address the remaining risks associ- 
ated with the tri-party repo market, particularly a potential fire 
sale of sizable collateral by lenders in reaction to the default of a 
large broker-dealer borrower. The report recommended better pre- 
paring investors and other market participants to deal with the 
consequences of a dealer’s or other large borrower’s distress or de- 
fault. 

Q.5. Please discuss FSOC’s analysis of the short-term wholesale 
funding market as a potential systemic risk. Is there inter-agency 
coordination of rules and reforms underway, such as MMF reform, 
tri-party repo reform, enhanced capital & liquidity requirements, 
and others, to help mitigate the risks if it is a concern? 

A.5. The Council’s 2013 annual report explains how, although 
many of the least-stable funding structures that failed in the crisis 
have disappeared, important risks associated with wholesale fund- 
ing markets remain. In particular, run risks in sectors such as 
money market mutual funds (MMFs) and broker-dealers continue 
to persist. 

In the past year, the Council took concrete steps in supporting 
the implementation of structural reforms to reduce the likelihood 
of run risks of MMFs by issuing proposed recommendations for re- 
form under Section 120 of the Dodd-Frank Act. 

On June 5, 2013, the SEC approved a notice of proposed rule- 
making for MMF reform that contained elements of the Council’s 
recommendation. The Council will actively monitor the SEC’s 
progress implementing these necessary reforms to determine 
whether further Council action may be necessary to adequately 
mitigate the run risk described in the Council’s 2013 annual report. 

Similarly, there has been some progress in reforming the tri- 
party repo market and increasing the resiliency of that market. 
The reliance on intraday credit extended by the clearing banks has 
begun to decline, and as additional changes are made to the settle- 
ment process this reliance should be largely eliminated by the end 
of 2014. 

The Council’s work related to wholesale funding markets is a 
good example of the Council’s collaborative approach, as it works 
with its members and member agencies to implement and coordi- 
nate reforms to short-term funding markets. 

Q.6. Please describe how the Office of Financial Research is ful- 
filling its analytical support role for FSOC as envisioned by the 
Wall Street Reform Act. 

A.6. The OFR has been active in providing key data and analysis 
that have supported the Council’s work. These activities have in- 
cluded and will continue to include: 
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• Supplying data and analysis for the work of the Council and 
its Nonbank Financial Company Designations committee, in- 
cluding calculation and analysis of threshold metrics for Stage 
1 of the Council’s nonbank financial company designations 
process, and analysis of the asset management industry; 

• Supporting the Council’s Systemic Risk Committee by report- 
ing regularly on developments in financial markets and activi- 
ties, in financial stability measures, and in macroeconomic in- 
dicators; 

• Acquiring, managing, protecting, and securely making avail- 
able to the Council and to its own researchers data needed for 
assessing and monitoring threats to financial stability; 

• Leading meetings of and supporting the Council’s Data Com- 
mittee and associated work regarding data gaps and data 
standards; 

• Providing data, analysis, and staff support for producing the 
Council’s 2013 annual report; and 

• Conducting in-depth analysis and reporting on risks related to 
short-term funding markets, money market funds, credit de- 
fault swaps, and other areas. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO 
FROM JACOB J. LEW 

Q.l. In a September 2012 report, GAO recommended that the Sec- 
retary of Treasury take 10 specific actions to improve the account- 
ability and transparency of the FSOC. As the FSOC Chairman, 
what specific steps have you taken to address GAO’s recommenda- 
tions? 

A.l. The GAO’s report made a number of constructive rec- 
ommendations on ways in which the Council could further enhance 
its transparency, including improving the Council’s Web site. Sub- 
sequently, the Council’s Web site was reintroduced, in December 
2012, to improve transparency and usability, to improve access to 
Council documents, and to allow users to receive email updates 
when new content is added. Additionally, the Council will continue 
to refine the appropriate approach in balancing its responsibility to 
be transparent with its central mission to monitor emerging 
threats to the financial system. Council members frequently dis- 
cuss supervisory and other market-sensitive data during Council 
meetings, including information about individual firms, trans- 
actions, and markets that require confidentiality. In many in- 
stances, regulators or firms themselves provide nonpublic informa- 
tion that is discussed by the Council. Continued protection of this 
information, even after a period of time, is often necessary to pre- 
vent destabilizing market speculation or other adverse con- 
sequences that could occur if that information were to be disclosed. 

The Council also took into account the GAO’s recommendations 
during the drafting of the Council’s 2013 annual report, including 
by more clearly articulating the Council’s intent to assign responsi- 
bility for acting on recommendations to specific member agencies. 
Where applicable and appropriate within the Council’s authority, 
timeframes were also included. 
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The GAO also recommended that the Council adopt a more for- 
mal and quantitative approach to identifying risks to financial sta- 
bility. The Council’s Systemic Risk Committee has worked with the 
OFR to develop a monitor of key financial and economic data and 
to highlight areas of potential concern. 

The Council will continue to examine and refine, as appropriate, 
its governance and other processes to ensure it is operating effi- 
ciently and effectively. 

Q.2. The FSOC 2013 Annual Report states “The SEC, by virtue of 
its institutional expertise and statutory authority, is best posi- 
tioned to implement reforms to address the risks that money mar- 
ket funds present to the economy.” It is my understanding that the 
SEC is likely to propose additional money market fund reforms this 
summer. At that time, how will the FSOC make it clear that it will 
take no further action on money market funds? 

A.2. We commend the SEC for continuing the work to address re- 
maining vulnerabilities to our financial system presented by 
MMFs. We don’t want to prejudge the outcomes of the administra- 
tive procedures process, and we encourage public comment on the 
proposals. If the Council elects not to issue a final Section 120 rec- 
ommendation, it will consider what, if any, public comment is ap- 
propriate at that time. 

Q.3. GAO has recommended that FSOC prioritize the threats to 
the financial system that are identified in its annual reports. How- 
ever, none of the FSOC annual reports provide any such 
prioritization. As FSOC Chairman, what do you believe are the top 
two or three threats to U.S. financial stability? 

A.3. In its 2013 annual report, the Council organized its rec- 
ommendations around a framework of seven specific themes that 
require attention. First, market participants and regulatory agen- 
cies should take steps to reduce vulnerabilities in wholesale fund- 
ing markets that can lead to destabilizing fire sales. Second, sig- 
nificant reform in the housing finance system is still needed. Third, 
government agencies, regulators, and businesses should take action 
to address operational risks from internal control and technology 
failures, natural disasters, and cyber-attacks, which can cause 
major disruptions to the financial system. Fourth, as recent devel- 
opments with the London Interbank Offered Rate (LIBOR) have 
demonstrated, reforms are needed to address the reliance on vol- 
untary, self-regulated, and self-reported reference interest rates. 
Fifth, financial institutions and market participants should be cog- 
nizant of interest rate risk, particularly given the historically low 
interest rate environment of the past few years. Sixth, long-term 
fiscal imbalances that have potential economic and financial mar- 
ket impacts should be addressed. Finally, regulators need to con- 
tinue to keep a close eye on potential threats to U.S. financial sta- 
bility from adverse developments in the global economy. 

These seven themes represent the risk areas most in need of at- 
tention in the coming year, based on the Council’s collective judg- 
ment. 

Q.4. The final rule describing the procedures that the Council in- 
tends to follow when making nonbank SIFI determinations states 
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that the Office of Financial Research (OFR) is analyzing the extent 
to which there are potential threats to U.S. financial stability aris- 
ing from asset management companies. Will you commit to making 
that analysis public and allowing public comment before FSOC 
takes any action based on the results of that analysis? 

A.4. The Council, its member agencies, and the Office of Financial 
Research (OFR) are analyzing the extent to which asset manage- 
ment companies may present potential threats to U.S. financial 
stability. As part of this analysis, OFR staff have met with market 
participants, including asset managers, to learn more about their 
activities and business models. This work is ongoing and the Coun- 
cil has not yet determined the extent to which the research may 
be made public. However, were the Council to determine that it 
would be appropriate to develop additional metrics that would be 
used to identify asset management firms for further evaluation and 
potential designation, it intends to provide the public with an op- 
portunity to review and comment on any such metrics and thresh- 
olds, in accordance with past practice. 

Q.5. Does FSOC plan to make any recommendations to the Federal 
Reserve for tailoring the prudential standards for nonbank finan- 
cial firms, such as asset managers, insurance companies and 
broker-dealers? Do you believe that a Basel III capital standard is 
a proper standard to be applied to nonbank financial firms? 

A.5. The Council is responsible for designating nonbank financial 
companies for Federal Reserve supervision and enhanced pruden- 
tial standards. Section 165 specifically permits the Federal Reserve 
to take into account differences among nonbank financial compa- 
nies under its supervision when prescribing prudential standards. 
We expect that the Federal Reserve will consider this discretionary 
authority when finalizing its rulemaking. 

Q.6. If the lack of international coordination on financial reform 
measures leads to a protectionist backlash, does this present a 
threat to the financial stability of the United States? 

A.6. Strong global coordination on financial reform is occurring in 
the G-20, Financial Stability Board (FSB), standard setting bodies, 
and among nations. The United States has taken a leading role in 
an extensive international effort to improve financial regulation 
around the globe, and Federal banking and markets regulators are 
playing an important part in coordinating this effort globally so 
that implementation across national authorities is consistent and 
timely. 

We support existing efforts by major financial centers in Europe 
and Asia to adopt strong measures similar to our Dodd-Frank Act 
and encourage further progress where needed to help maintain a 
level playing field for U.S. firms and to reduce the opportunity for 
regulatory arbitrage, while raising standards globally. Without 
international consensus, we risk a race to the bottom. 

Just as we have international standards for capital requirements 
for banks, we have proposed establishing global standards for mar- 
gin requirements for over-the-counter derivatives, and this work is 
underway among the G-20. Uniform margin requirements will pro- 
vide buffers against future shocks, while supporting a level playing 
field. 
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A protectionist backlash could lead to reduced cross-border cap- 
ital flows and less than optimal economic growth. International co- 
ordination is essential to avoid this outcome. 

Q.7. While you were at the White House, you had the opportunity 
to look into the Department of Labor’s (DOL’s) Employee Benefit 
Security Administration’s (EBSA’s) proposed change to the defini- 
tion of fiduciary. DOL is currently working on its planned re-pro- 
posal. Among the items lacking in the original proposal was a com- 
prehensive cost-benefit analysis. In addition, the rule proposal by 
the EBSA has significant ramifications for all Individual Retire- 
ment Accounts (IRAs), including those that are not employee bene- 
fits. As you know, the IRA is a retirement tax account overseen by 
the IRS. As Treasury Secretary, will you cede IRS authority and 
oversight of IRAs to DOL in light of the fiduciary rule proposal? As 
FSOC Chairman, how will you ensure that any DOL re-proposal 
contains cost-benefit analyses for the new rule proposal as well as 
any class exemptions issued in conjunction with the rule that in- 
cludes an assessment of the impact on the availability and cost of 
investment advice, particularly in rural areas? How will you ensure 
that any DOL re-proposal contains a cost-benefit analysis that in- 
cludes an assessment of the impact on the Securities and Exchange 
Commission’s ability to fulfill its mission as the primary regulator 
charged with protecting investors? 

A.7. The Department of Labor (DOL), not the Treasury Depart- 
ment, has the authority to define who is a fiduciary with respect 
to retirement plans and IRAs. This definition applies to both the 
ERISA Title I provisions enforced by DOL and to the Internal Rev- 
enue Code. Accordingly, Treasury and DOL have engaged in dis- 
cussions regarding some aspects of the DOL’s original proposal. 
The two agencies will continue to be in contact wifii one another 
regarding any re-proposal with respect to the fiduciary definition, 
including any issues within IRS’s jurisdiction. My understanding is 
that DOL will continue to coordinate with the Securities and Ex- 
change Commission, the Commodity Futures Trading Commission, 
and others as well to ensure that rulemakings relating to investor 
protection are not inconsistent or unduly burdensome. Questions 
concerning the details of that coordination are best addressed to 
DOL. 

We also understand that DOL, in connection with its effort to as- 
sess the costs and benefits of re-proposed regulations, requested in- 
formation from the financial services industry and received some- 
what limited data in response, and that it has been in the process 
of assessing costs and benefits using all available data. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR MENENDEZ 
FROM JACOB J. LEW 

Q.l. I was pleased to hear the HARP program was extended an ad- 
ditional 2 years, through 2015. However, many of my constituents 
are left out of the program because of the HARP eligibility cutoff 
date of June 2009. The deadline has already been changed once 
from March 2009 back to June 2009, and I would say that the pro- 
gram extension itself represents a substantive change that nullifies 
any perceived, “Covenant with Investors”. Can you explain the im- 
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pact that an extension of the HARP eligibility date would have on 
homeowners, investors, and the overall housing market? Do you 
think leaving the cutoff date as is, makes it appear that the FHFA 
weighs investors? interests above borrowers, who contractually are 
equals? What would be the benefits to the overall economy if we 
let millions of responsible homeowners take advantage of today’s 
historically low interest rates by removing barriers to HARP refi- 
nancing? 

A.l. The enhancements to HARP have made a significant impact. 
These changes were designed to simplify eligibility and valuation 
requirements, make deeply underwater borrowers (above 125 per- 
cent LTV) eligible for refinancing, lower the fees associated with re- 
financing, harmonize representation and warranty standards, and 
resolve mortgage insurance concerns. Since the program’s inception 
in 2009, nearly 2.5 million homeowners have lowered their monthly 
payments by refinancing through HARP. The continued high vol- 
ume of HARP refinances is attributed to record-low mortgage rates 
and the program enhancements implemented in 2012. 

The Administration is committed to ensuring that all responsible 
homeowners have the opportunity to refinance and take advantage 
of today’s low interest rates. As you know, the President has called 
for broad-based refinancing to provide access for all borrowers who 
are current on their payments to refinance without the many bar- 
riers currently faced by homeowners including underwater bor- 
rowers. Since many borrowers who purchased their homes within 
the past 4 years have built up positive equity, they should be able 
to refinance without a program such as HARP that was designed 
to help underwater borrowers. 

Q.2. In April, I held a hearing on the foreclosure abuses that have, 
and continue, to go on. I was pleased to see the CFPB adopted new 
rules on mortgage servicing standards in January 2013. I have long 
advocated for increasing consumer protections on borrowers before 
foreclosures, encouraging loan modifications, eliminating dual 
tracking, placing limits on foreclosure fees, and creating an appeals 
process for those denied loan modifications as well as a mediation 
program. In the FSOC report, you note that this rulemaking, along 
with others, is critical to improving mortgage origination. Can you 
explain how these mortgage servicing standards impact the hous- 
ing market, mortgage originations, and the overall economy? 

A.2. As you know, in its 2012 Annual Report, the FSOC rec- 
ommended that “the FHFA, HUD, CFPB, and other agencies, as 
necessary, develop comprehensive mortgage servicing standards 
that require consistent and transparent processes for consumers 
and promote efficient alternatives to foreclosure where appro- 
priate.” 

In January 2013, the Consumer Financial Protection Bureau 
(CFPB) issued mortgage-servicing standards for bank and nonbank 
mortgage servicers. Some of the changes were specifically man- 
dated by Dodd-Frank, but many were a response to improper, and 
in some cases illegal, default-servicing practices, observed following 
implementation of the Administration’s foreclosure prevention ef- 
forts in early 2009. The CFPB standards were modeled in part on 
the standards set by Treasury’s Making Home Affordable Program, 
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which also served as a basis for the National Mortgage Settlement 
standards. 

The national mortgage servicing standards being implemented by 
CFPB and prudential banking regulators will align incentives and 
provide clarity and consistency to borrowers and investors. 

Q.3. As you know, in April, I held a Subcommittee hearing on the 
settlements that stemmed from the major mortgage servicer fore- 
closure abuses. It seems as though the consumers are getting the 
short end of the stick, while the major banks are continuing to see 
record profits. We know the Independent Foreclosure Review was 
a failure, and there are reports that homeowners are not getting 
the “consumer relief’ that the regulators anticipated with the Na- 
tional Mortgage Settlement. Can you tell me what you will do to 
ensure these borrowers are finally placed at the front of the line? 
What do you plan to do get more money into the hands of these 
borrowers? 

A.3. Treasury shares your commitment to ensuring that all Gov- 
ernment foreclosure prevention programs reach eligible borrowers 
in need of assistance. Toward that end, we recently extended the 
Making Home Affordable Program (MHA) until December 31, 2015, 
and continue to work with States in Treasury’s Hardest Hit Fund 
program to make sure relief is provided while the need is still 
great. 

Treasury supports the objectives of the National Mortgage Settle- 
ment and the Independent Foreclosure Review; however, we are 
not involved in monitoring the compliance or implementation of 
these programs. While Treasury did provide technical assistance on 
MHA mortgage servicer compliance during the negotiations of the 
National Mortgage Settlement, Joseph Smith, the Monitor of the 
National Mortgage Settlement, is responsible for compliance, moni- 
toring, and enforcement of the agreement. 

Q.4. What can be done to improve the Financial Stability Oversight 
Council’s identification of both the financial risks facing the Amer- 
ican people and solutions to lessen those risks? 

A.4. The Council’s assessment of threats to the financial system is 
a collaborative process, driven by review of the best information 
available from the markets, institutions, industry, academia, and 
expertise from Council members and their respective agencies and 
staffs. Council members have been and continue to be highly en- 
gaged in assessing emerging threats and vulnerabilities. 

The Council committee structure includes a standing Systemic 
Risk Committee established to identify, analyze, and monitor 
vulnerabilities in the financial system and emerging threats to sta- 
bility. This committee, which is composed of staff of Council mem- 
bers and their agencies with supervisory, examination, data, sur- 
veillance, and policy expertise, gathers information from Council 
members and their agencies to assess risks that affect financial 
markets and institutions. The Systemic Risk Committee is respon- 
sible for interagency coordination and information sharing regard- 
ing issues that could affect financial stability, and reports to the 
Council’s Deputies Committee. Also, as noted above, the Council’s 
annual report is a product of the Council’s risk-monitoring func- 
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tion. It reflects the ongoing work of the Systemic Risk Committee 
and the collective judgment of the members of the Council. 

The Council is also supported by the Office of Financial Research 
(OFR), which was created by the Dodd-Frank Act to improve the 
quality of financial data available to policymakers, and to develop 
better tools and analysis to understand the risks in the financial 
system. The Council’s Systemic Risk Committee has worked with 
the OFR to develop a monitor of key financial and economic data 
and to highlight areas of potential concern, and it continues to be 
refined. The monitoring tool, now known as the OFR Markets Mon- 
itor, is shared across Council members and member agencies and 
provides a systematic approach to sharing key financial risk indica- 
tors. 

The Council continually seeks ways to improve how it identifies 
and acts on risks to financial stability. 

Q.5. In October, Superstorm Sandy hit the coast of New Jersey, 
eventually leaving nearly 6 million people in 16 States without 
power, and taking the lives of many Americans. As a result of the 
storm, your report identified a few areas of improvement to 
strengthen business continuity and resiliency. You found that clear 
communication between market participants, at all levels, is essen- 
tial to strengthening resiliency. You also found that the proper 
planning and testing of contingency systems, key operations, and 
personnel would enhance the reliability of our markets. Can you 
detail some of the deficiencies that were found, and what role you 
play in ensuring these recommendations are followed? 

A.5. The 2013 FSOC Annual Report identified several areas where 
further improvements in the resiliency and business continuity of 
individual financial institutions would strengthen the financial sys- 
tem. The sector would benefit from further development and coordi- 
nation of protocols for determining if and when to open or close 
markets and if and when to deploy the use of back-up sites. Simi- 
larly, institutions should continue to develop and implement busi- 
ness continuity plans that take personnel considerations into ac- 
count. Expanded planning and testing, involving major market par- 
ticipants as well as financial market utilities and providers of serv- 
ices from other sectors, would enhance reliability and market-wide 
confidence in back-up systems. Continual assessment of cross-in- 
dustry and cross-sector interdependencies will further ensure reli- 
able redundancy. The Treasury, in its capacity as the Sector-Spe- 
cific Agency for the Financial Sector and as Chair of the Financial 
and Banking Information Infrastructure Committee, will continue 
to engage with industry and government partners to address these 
necessary improvements. Additionally, the Federal financial regu- 
lators are working with financial institutions to increase the resil- 
iency of the sector. 

Q.6. The National Housing Trust Fund was authorized in 2008, 
and the law called for the Trust Fund to be funded by contributions 
from Fannie Mae and Freddie Mac (the GSEs). However, the GSEs 
went into conservatorship shortly after the Trust Fund was author- 
ized, and FHFA temporarily suspended the contributions due to the 
financial conditions experienced by the GSEs at the time. The 
GSEs have reported profits for several consecutive quarters. Given 
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this return to profitability, will FHFA be directing the GSEs to 
start making contributions to the National Housing Trust Fund? If 
not, why not? Do you have the legal authority to continue sus- 
pending the payments considering that the GSEs are now profit- 
able? 

A.6. It is more appropriate for FHFA to answer this question. 
FHFA is an independent regulator, and, as conservator of Fannie 
Mae and Freddie Mac, is exclusively responsible for making deci- 
sions related to their operations, including whether to fund the Na- 
tional Housing Trust Fund. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR MERKLEY 
FROM JACOB J. LEW 


Volcker Firewall 

Q.l. Nearly 3 years since Dodd-Frank became law, the Volcker 
Firewall and many other key reform provisions are still not final 
and in effect. 

Please provide an update on your coordination activities relating 
to the Volcker Firewall and identify any obstacles to issuing a final 
rule in the near term. 

A.l. Since the issuance of the Council’s study on the Volcker Rule 
in January 2011, Treasury has been working hard to fulfill the 
statutory mandate to coordinate the regulations issued under the 
Volcker Rule. Although not a rule-writing agency. Treasury has 
been focused on achieving a consistent rule across the five rule- 
making agencies. Treasury is working with the rulemaking agen- 
cies to review the 18,000 public comments and finalize the rules. 
As I have said publicly, the Volcker Rule is a particularly impor- 
tant priority to complete this year. I will continue to push for swift 
completion of a rule that keeps faith with the intent of the statute 
and the President’s vision. 

Trade 

Q.2. Recent news reports indicate that some are pressing trade ne- 
gotiators in the United States and Europe to include financial regu- 
lation as a major topic of upcoming trade negotiations between the 
United States and Europe. 

Considering the important work already underway at the Finan- 
cial Stability Forum, the Basel Committee, and other international 
financial regulatory cooperation venues, do you believe that trade 
agreements should be used for the international coordination of fi- 
nancial regulations and regulators, or remain focused on the tradi- 
tional matters of market access for trade in goods and services? Are 
you committed to ensuring that any provisions included in a trade 
agreement do not undermine the independence and high standards 
of U.S. financial regulation and regulators, including their ability 
to make determinations regarding substituted compliance of foreign 
regulatory systems or to establish prudent regulation of foreign in- 
stitutions operating in the United States? 

A.2. The United States and European Union have launched nego- 
tiations on a Transatlantic Trade and Investment Partnership 
(TTIP). In these negotiations, as in all our free trade agreements. 
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the Administration intends to pursue robust market access commit- 
ments for financial services. 

Prudential and financial regulatory cooperation should continue 
in existing and appropriate global fora, such as the Financial Sta- 
bility Board (FSB), the Basel Committee on Banking Supervision, 
and the International Organization of Securities Commissions, as 
well as through the G-20. We will continue this ongoing, intensive 
process toward regulatory and prudential convergence with ambi- 
tious deadlines, alongside the TTIP negotiations. Our objective is 
to achieve consistent, robust international standards similar to 
those embodied in our own financial laws and regulations. 

International 

Q.3. During the financial crisis, 10 of the top 20 banks that re- 
ceived Federal Reserve emergency lending assistance were foreign 
financial institutions. Similarly, many of the beneficiaries of the 
rescue of AIG were foreign financial institutions. At the same time, 
the losses relating to AIG’s Financial Products unit and 
JPMorganChase’s “Whale” demonstrated how quickly risks from 
overseas activities can flow back to the United States. The collapse 
of Long-Term Capital Management demonstrated similar lessons. 

Do you believe that it is important for the United States to main- 
tain a strong regulatory floor for U.S. financial institutions oper- 
ating globally and for foreign financial institutions operating in the 
United States, as well as work with foreign regulatory counterparts 
to prevent weaknesses emerging in foreign markets that could flow 
back to the United States? Should this regulatory floor include the 
ability to safely wind down failed financial firms? 

A.3. Since finance is inherently borderless, strong and consistent 
regulations at home and in foreign jurisdictions are important to 
prevent regulatory arbitrage, and to protect against vulnerabilities 
emanating from outside our borders that could flow back to the 
United States. 

The Dodd-Frank Act gives U.S. regulators the tools they need to 
maintain strong prudential standards for U.S. financial institutions 
and foreign financial institutions operating in the United States. 
Further, international financial regulatory reform commitments 
made by the members of the G-20 and international peer reviews 
on implementation of these mutually agreed reforms by the FSB 
mitigate financial vulnerabilities emanating outside our country 
that could flow back to the United States. 

There is broad international agreement on the need to be able to 
safely resolve large financial institutions that operate internation- 
ally, and the United States has taken a strong lead in this area by 
putting in place the Orderly Liquidation Authority as part of the 
Dodd-Frank Act. The FDIC, other regulators, and Treasury staff 
are closely engaged with their foreign counterparts to build the ca- 
pacity, mutual trust, and strong communication networks nec- 
essary to make resolution of large internationally active financial 
institutions possible. This effort seeks to address all institutions, 
whether those institutions are U.S. banks based domestically and 
also operating overseas, or foreign banks that maintain significant 
operations within our borders. 
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Emerging Systemic Risks 

Q.4. Identifying emerging financial risks is one of the most impor- 
tant obligations that Congress gave the FSOC. Given that the regu- 
lators apparently only became aware of trading losses and model 
manipulation in the London Whale case from public news report- 
ing, are you satisfied with the level of insight FSOC and the regu- 
lators have into financial institutions and financial markets, espe- 
cially related to their trading activities? 

In my view, one of the important aspects of the proposed Volcker 
Rule regulation is the data collection requirements that will give 
regulators a view into the granular trading risks that firms are 
taking firm-wide. Isn’t it critical that regulators get access to that 
data and knit together risks across markets? 

A.4. It is critically important that regulators have the data and an- 
alytical tools to understand and mitigate the risks faced by institu- 
tions and by the financial system and economy as a whole. Regu- 
lators will receive significantly more and better data as they con- 
tinue to implement provisions of the Dodd-Frank Act related to liv- 
ing wills, derivatives, the Volcker Rule, and hedge fund activity, 
among others. This is also one of the goals of the Office of Finan- 
cial Research (OFR), which is acquiring and making available to 
regulators and to the public, more and better financial data. With 
better data and a more substantial commitment of resources to re- 
search and analysis, we can not only improve how supervisors do 
their jobs, but also improve market discipline. The Council and its 
members, supported by the work of the OFR, will continue to iden- 
tify areas where better data and more research offer the best re- 
turn. 

Cost-Benefit Analysis 

Q.5. Mr. Lew, given the slow pace of rulemaking coming out of the 
agencies, are you concerned that agencies are increasingly being 
subjected — ^by industry comments, by some at the agencies, and ul- 
timately by the courts — to cost-benefit analysis that is so burden- 
some that it effectively strangles necessary financial reforms? Are 
you committed to ensuring that independent agencies have the nec- 
essary independence and judicial deference to do the jobs that Con- 
gress directed them to do in the Dodd-Frank Act and other legisla- 
tion? 

A.5. The costs of financial reform must be considered relative to 
the cost of another financial crisis. It is important to remember 
how close the financial system came to collapsing 5 years ago, the 
trillions of dollars of wealth destroyed, and the millions of jobs and 
homes that were lost. 

The financial regulators have made important strides in issuing 
proposed and final rules for some of the most important financial 
reforms. As required under the Administrative Procedure Act, 
agencies solicit and review comments from the public in order to 
fully understand a rule’s impact. In going through this process, reg- 
ulators analyze and think through the implications and dynamics 
of new rules. 

The President has issued executive orders requiring executive 
agencies to engage in an analysis of the costs and benefits of eco- 
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nomically significant regulations, and encouraging the independent 
regulatory agencies to do the same. At the same time, the inde- 
pendence of our financial regulators is an important feature of our 
regulatory system. Consistent with this independence, the indi- 
vidual agencies are best placed to conduct the appropriate economic 
impact analyses that are consistent with their legal mandates. We 
understand from 0MB that while independent agencies attempt to 
quantify costs and benefits wherever possible, when this is not pos- 
sible, this is explained in qualitative terms. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM JACOB J. LEW 

Q.l. How many applications for nonprofit status were approved 
and how many applications were denied for conservative-leaning 
groups between January 2010 and December 2012? 

Q.2. How many applications for nonprofit status were approved 
and how many applications were denied for liberal-leaning groups 
between January 2010 and December 2012? 

Q.3. What was the average time it took for the Determinations 
Unit to complete processing applications for nonprofit status that 
conservative-leaning organizations submitted to the IRS between 
January 2010 and December 2012? 

Q.4. What was the average time it took for the Determinations 
Unit to complete processing applications for nonprofit status that 
liberal-leaning organizations submitted to the IRS between Janu- 
ary 2010 and December 2012? 

A.1.-A.4. As a general matter. Treasury oversees the IRS with re- 
spect to matters of broad management and tax policy. Treasury’s 
longstanding practice, spanning administrations of both political 
parties, is not to be involved in the details of tax administration 
and enforcement. 

With respect to your specific questions, a series of independent 
reviews began in the weeks following the release of the TIGTA May 
14 report. The purpose of those reviews is to determine exactly 
what happened at the IRS, and those reviews are ongoing. A num- 
ber of Congressional oversight committees — including the Senate 
Committee on Finance, the Senate Permanent Subcommittee on In- 
vestigations, the House Committee on Ways and Means, and the 
House Committee on Oversight and Covernment Reform — have ini- 
tiated investigations. Those Committees have held several hearings 
and received a substantial amount of public testimony on some of 
the very same questions that you raise. Additional hearings are 
scheduled, and Treasury and the IRS have received and are re- 
sponding to document requests. In addition to Congress, TICTA is 
now conducting a formal investigation of the IRS, and the United 
States Justice Department is conducting a criminal investigation. 
Treasury fully supports the ongoing investigations. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM JACOB J. LEW 

Q.l. Secretary Lew, as a member of the Financial Stability Board 
(FSB), what has been your involvement regarding the designation 
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of G-SIBs (global systemically important banks) and in deter- 
mining what nonbanks meet the G-SIFIs (global systemically im- 
portant financial institutions) distinction? What will the process be 
for a firm who is not designated a SIFI under FSOC but then gets 
labeled as such by the FSB? Do you anticipate there being any dis- 
crepancies between a domestic designation and a global one? 

A.I. Treasury has been actively involved in the global systemically 
important financial institution (G-SIFI) designation process — 
which encompasses both G-SIBs and global systemically important 
insurers (G-SIIs) — through its representation on the FSB. Both the 
FSB and national authorities, in consultation with the relevant 
global standard setters, determine which nonbanks are designated 
as G-SIFIs, as well as which banks are designated as G-SIBs. It 
is up to national authorities to implement FSB recommendations, 
and they have several years to do so. 

Treasury is taking a constructive leadership role in shaping the 
international designation process for G-SIFIs. Through the G-20, 
FSB, and global standard setting bodies, we are working with our 
international counterparts to promote alignment of the Council and 
international G-SIFI identification and designation processes such 
that they remain consistent, in both the timing of the decisions and 
the key substantive judgments made in each process. We aim to set 
a high regulatory standard and to provide a level playing field that 
will both protect the United States and allow U.S. financial compa- 
nies to compete fairly around the world. 

Q.2. Secretary Lew, much attention has been given to the insur- 
ance industry and the possibility that several of the largest insur- 
ers could be designated systemically significant, despite the fact 
that their capital structure is wholly different from banks. How do 
you establish an identical regime for all SIFIs, both banks and 
nonbanks, which include minimum capital and liquidity standards, 
in addition to counterparty credit exposure limits? 

A.2. The Council’s responsibility to consider whether a nonbank fi- 
nancial company could pose a threat to U.S. financial stability and 
should be subject to Federal Reserve supervision and enhanced 
prudential standards is set forth in Section 113 of the Dodd-Frank 
Act. The Federal Reserve Board is responsible for promulgating 
rules, such as enhanced prudential standards, applicable to des- 
ignated nonbank financial companies. Section 165 of the Dodd- 
Frank Act authorizes the Federal Reserve to take into account dif- 
ferences among nonbank financial companies under its supervision 
when prescribing prudential standards. We expect that the Federal 
Reserve will consider this discretionary authority while finalizing 
its rulemaking. 

Q.3. Secretary Lew, wouldn’t it be prudent to establish stress tests 
for insurance company SIFIs under a unique (as opposed to bank) 
set of standards? 

A.3. The Council is responsible for designating nonbank financial 
companies for Federal Reserve supervision and enhanced pruden- 
tial standards. Section 165 of the Dodd-Frank Act authorizes the 
Federal Reserve to take into account differences among nonbank fi- 
nancial companies under its supervision when prescribing pruden- 
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tial standards. We expect that the Federal Reserve will consider 
this discretionary authority while finalizing its rulemaking. 

Q.4. Secretary Lew, since this Committee is currently considering 
the nomination of Fred Hochherg to be Chairman of the Ex-Im 
Bank, and given the response to my question for the record for 
Fred Hochberg’s confirmation hearing below, what assurances can 
you give this committee that you and Chairman Hochherg will 
work together to actually begin discussions with the European Ex- 
port Credit Agencies to substantially reduce or eliminate export 
credit financing for wide body aircraft? Can you please explain to 
us what your plan is to comply with the requirement in the 2012 
Reauthorization Act, especially as the Administration begins its 
wider discussions with the EU on an U.S.-EU Eree Trade Agree- 
ment? 

Vitter QFR to Hochherg and Hochherg Answer: 

Q. The last Ex-Im Bank reauthorization required the Department of the 
Treasury to begin negotiations with the European Export Credit Agencies 
supporting Airbus to “substantially reduce or eliminate” export credit fi- 
nancing for wide body aircraft. The first report on this — which Congress re- 
ceived in November — was far from a report on negotiations and more of a 
history of Export Credit financing. How will you push these required nego- 
tiations moving forward and what kind of substantive reports can we expect 
to see on the negotiations from the Administration moving forward? 

A. In Ex-Im Bank’s 2012 Reauthorization, Congress mandated that Treas- 
ury initiate and report on the negotiations described in the question, there- 
fore, Ex-Im Bank is not in a position to comment on the content of future 
Treasury reports. Separately, Ex-Im Bank will continue to play an impor- 
tant role in supporting Treasury and Administration efforts in the Inter- 
national Working Group on Export Credits, which represents an important 
effort to bring China and other emerging economies into a multilateral 
rules-based framework for official export credits. Ex-Im Bank agrees with 
Treasury and the Administration that getting all of the major providers of 
official export credits to negotiate and ultimately abide by a common set of 
international guidelines is the first step in the process of reducing, with the 
ultimate goal of eliminating, trade distorting export financing programs, 
and will help ensure that official export credit support complements market 
financing, rather than crowding it out. 

A.4. Over the years. Treasury has actively worked to make the 
international guidelines on official export financing as market-ori- 
ented as possible. Eor aircraft. Treasury has sought to reduce offi- 
cial export credit financing; for example, most recently Treasury 
negotiated the 2011 Aircraft Sector Understanding (ASU) to in- 
clude terms and conditions that are more market-oriented, thereby 
helping to ensure that such support is used only when market fi- 
nancing is not available and thus complementing rather than 
crowding out the market. Since the 2011 ASU was negotiated. 
Treasury has continued to engage regularly with the European Air- 
bus-supporting governments to discuss possible limitations on the 
provision of official export financing support for aircraft. Reducing 
U.S. financing support for aircraft exports alongside concurrent re- 
ductions by the European governments would be necessary to help 
ensure our objective of maintaining a level playing field for all U.S. 
stakeholders. 

Moreover, with many major emerging market countries, such as 
China, providing more and more official export financing support. 
Treasury launched last year the International Working Group on 
Export Credits. The working group is a multilateral effort to nego- 
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tiate a common rules-based framework that is a necessary first 
step in the process of reducing, with the ultimate goal of elimi- 
nating, trade distorting export financing support in a manner that 
does not disadvantage U.S. stakeholders. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR COBURN 
FROM JACOB J. LEW 

Q.l. While the annual report identifies the symptom of recent cen- 
tral bank policies, a prolonged period of unusually low interest 
rates, did the Council have any discussions or have any rec- 
ommendations for handling the continued proactive role central 
banks have assumed in the global economy? Moreover, did the 
Council have any discussions on the inflation threat that the con- 
tinuance of massive asset purchases by central banks or the ad- 
verse impacts of an eventual exit without marked recovery have on 
financial stability? 

A.l. The Council’s annual report included a discussion of risks 
posed by the low interest rate environment. Among the factors ex- 
plaining the current low level of yields is the market expectation 
of future short-term interest rates, which is driven primarily by 
monetary policy expectations. Globally, central banks have been 
easing monetary policy in order to aid the recovery from the global 
financial crisis, and the Federal Reserve has provided explicit 
short-term rate guidance tied to economic conditions. The annual 
report makes a number of recommendations to regulators and risk 
managers of banks, broker-dealers, insurance companies, and pen- 
sion funds to be vigilant and scrutinize their risk management 
practices concerning interest rate risk. With respect to banks and 
broker-dealers, the report recommended that regulatory agencies 
and private sector risk managers should scrutinize whether poten- 
tial changes in interest rates could adversely affect the risk profiles 
of financial firms. For insurance companies, the report said that 
the Federal Insurance Office and State insurance regulators should 
continue to monitor the interest rate risk of insurance companies, 
and State insurance regulators should continue to ensure that the 
economic scenarios run by insurance companies are sufficiently ro- 
bust and appropriately capture interest rate and other economic 
risks. 

Q.2. The implementation of Basel III to enhance capital standards 
to support the soundness of financial institutions utilizes risk- 
weighting standards. Do you believe the existence of any security 
or instrument with a zero risk weighting for capital standards pro- 
motes a sound global financial system? 

A.2. The use of risk-weightings promulgated under Basel III is an 
important part of the effort to promote and monitor the safety and 
soundness of financial institutions. Risk-weighting assets allows 
regulators and supervisors to account for differences in the risk 
presented by particular assets. For example, you would not want 
to have a regime in which the same amount of capital is held 
against a U.S. Treasury security as against a highly risky asset. Of 
course, risk-weighting should not he the only tool supervisors use 
to determine capital requirements, and the U.S. banking agencies 
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have a series of tools for that purpose, including the leverage ratio 
and stress testing. 

Q.3. GAO found a lack of transparency with the public as an issue 
the Council should address, suggesting keeping detailed records of 
closed-door sessions and developing a communication strategy with 
the public. What steps has FSOC and the Office of Financial Re- 
search (OFR) taken to increase transparency and accountability to 
the public since the September 2012 findings? 

A.3. GAO’s report made a number of constructive recommendations 
on ways in which the Council and the OFR could further enhance 
their transparency and accountability, including improving their 
Web sites. Subsequently, both Web sites were reintroduced in De- 
cember 2012, to improve transparency and usability, to improve ac- 
cess to Council documents, and to allow users to receive email up- 
dates when new content is added. The OFR has also assembled 
dedicated staff to support effective communications with the public, 
as well as outreach to industry and other key partners. Continued 
enhancements to promote further transparency are expected over 
time. However, the Council must continue to find the appropriate 
balance between its responsibility to be transparent and its mission 
to monitor emerging threats to the financial system. Council mem- 
bers frequently discuss supervisory and other market-sensitive 
data during Council meetings, including information about indi- 
vidual firms, transactions, and markets that require confiden- 
tiality. In many instances, regulators or firms themselves provide 
nonpublic information that is discussed by the Council. Continued 
protection of this information, even after a period of time, is often 
necessary to prevent destabilizing market speculation or other ad- 
verse consequences that could occur if that information were to be 
disclosed. 

Q.4. In its September 2012 report, GAO found that FSOC has not 
identified a forward-looking process for emerging threats. To what 
extent is FSOC capable of anticipating potential threats to finan- 
cial stability and what capabilities does the organization have to 
eliminate or mitigate looming threats? What tools does FSOC have 
that the regulators did not leading up to the 2007-08 crisis? 

A.4. The Council’s assessment of threats to the financial system is 
a collaborative process, driven by review of the best information 
available from the markets, institutions, industry, and academia, 
and expertise from Council members and their agencies and staffs. 
Council members have been and continue to be highly engaged in 
assessing emerging threats and vulnerabilities. 

The Council committee structure includes a standing Systemic 
Risk Committee established to identify, analyze, and monitor 
vulnerabilities in the financial system and emerging threats to sta- 
bility. This committee, which is composed of staff of Council mem- 
bers and their agencies with supervisory, examination, data, sur- 
veillance, and policy expertise, gathers information from Council 
members and their agencies to assess risks that affect financial 
markets and institutions. The Systemic Risk Committee is respon- 
sible for interagency coordination and information sharing regard- 
ing issues that could affect financial stability, and reports to the 
Council’s Deputies Committee. Also, as noted above, the Council’s 
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annual report is a product of the Council’s risk-monitoring func- 
tion. It reflects the ongoing work of the Systemic Risk Committee 
and the collective judgment of the members of the Council. 

The Council is also supported by the Office of Financial Research 
(OFR), which was created by the Dodd-Frank Act to improve the 
quality of financial data available to policymakers, and to develop 
better tools and analysis to understand the risks in the financial 
system. The Council’s Systemic Risk Committee has worked with 
the OFR to develop a monitor of key financial and economic data 
and to highlight areas of potential concern, and it continues to be 
refined. 



